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The Tax Court of The United States

Docket No. 63623

BAY COUNTIES TITLE GUARANTY COM-
PANY, (formerly BAY COUNTIES ES-

CROW COMPANY)

,

Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DOCKET ENTRIES
1956

Aug. 2—Petition received and filed. Taxpayer noti-

fied. Fee paid.

Aug. 6—Copy of petition served on General Coun-

sel.

Sept. 11—Answer filed by Resp. Served 9/12/56.

Sept. 11—Request for hearing in San Francisco

filed by Resp. 9/12/56 Granted.

1957

Oct. 22—Notice of Trial Jan. 20, 1958, at San Fran-

cisco.

1958

Jan. 20—Petr's motion for Cont. filed at trial

—

Granted without obj. Cont'd generally.

Served at trial 1/21/58.

June 27—Notice of Trial Oct. 6, 1958, San Fran-

cisco.
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1958

July 1—Application for order to take deposition

of Ralph N. Kleps, on written interroga-

tories, by Petr. Denied 7/17/58.

July 2—Notice of application to take deposition on

written interrogatories, filed. Served 7/

3/58.

July 16—Resp. objections to Petr's application for

Order to take Depositions on written in-

terrogatories.

July 17—Order that Peitr's application for Order to

take deposition on written interrogatories

is denied.

Oct. 8, 9—Trial before Judge Harron— San Fran-

cisco.

14—Stip of facts filed at trial.

—Briefs due Nov. 24, 1958.

—Reply Briefs due Dec, 24, 1958.

Oct. 29—Transcript of Proceedings 10/8, 10/9, and

10/14/58 filed. 3 vols,

Nov. 24—Petr's Brief filed. Served 12/29/58.

Nov. 24—Motion by resp. for extension of time to

Dec, 15, 1958, to file brief. 11/25/58

Granted. Served 11/28/58. Dates of briefs

of 'both parties extended as follows: Orig-

inal briefs will be due 12/15/58. R/Brief

s

will be due 1/14/59.

Dec. 19—Motion by resp. for leave to file brief,

brief lodged. Granted 12/22/58.

Dec. 22—Brief for Resp. filed. Served 12/29/58.
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1959

Jan. 22—Motion by petitioner for extension of time

to Feb. 15, 1959 to file Reply Brief.

Granted Jan. 23, 1959.

Feb. 18—Reply Brief for Petr. filed. Served 2/

19/59.

1960

Apr. 12—Findings of Fact and Opinion filed, Judge

Harron. Decision will be entered for the

Resp. Served 4/12/60.

Apr. 12—Decision entered, Judge Harron. Served

4/13/60.

May 26—Motion to fix amount of bond filed by

petr.

May 26—Order fixing bond at $10,000.00. Served

5/26/60.

June 17—Surety bond in the amount of $10,000.00

approved and filed.

July 5—Petition for Review by XT. S. Ct. of Ap.

9th Cir., with proof of service thereon,

filed by petr.

July 5—Designation of contents of record on rev.,

with proof of service thereon, filed by

petr.

July 8—Proof of service of pet. for rev. filed by

petr.
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[Title of Tax Court and Cause.]

PETITION TO REDETERMINE TAXES

The above named petitioner hereby petitions for a

redetermination of the deficiencies set forth by the

Commissioner of Internal Revenue in his notice of

deficiency (Service symbols Ap :SF :AA :DEU 90-D;

IB), dated May 7, 1956, and as a basis of its pro-

ceeding alleges:

I. That petitioner is a corporation duly organ-

ized, existing and authorized to do business under

the laws of the State of California; that its prin-

cipal place of business is at 131-135 Hayes Street

in the City and County of San Francisco, State of

California. Taxes and returns for the years herein

involved were paid and filed to and with Director,

San Francisco, California.

II. The notice of deficiency (a copy of which is

attached hereto and marked Exhibit "A") was

mailed to petitioner on May 7, 1956.

III. The deficiencies as determined by the Com-

missioner are for income and excess profits taxes for

the calendar years 1952, 1953 and 1954 in amounts

as follows:

Year Amount

1952 $2,068.80

1953 $2,574.30

1954 $1,924.71

$6,567.81

All of said amounts hereinabove set forth are in

dispute, and are disputed by petitioner.
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IV. The determination of petitioner's income

(normal tax and surtax) and excess profits taxes

for the calendar year 1952 set forth in said notice

of deficiency is based upon the following errors:

1. The Commissioner erred in deteimfning that

there should be disallowed for the calendar year

1952 for the purpose of computing petitioner's in-

come (normal tax and surtax) and excess profits

taxes certain expenses in the sum of $6,896.00 in-

curred and paid in that year (Item (a) page 2 of the

Statement attached to Exhibit "A" hereto).

2. The Commissioner erred in determining that

petitioner's normal tax and surtax net income for

the calendar year 1952 was $11,962.56 or any sum in

excess of $5066.56.

3. The Commissioner erred in determining that

petitioner's income (normal tax and surtax) and ex-

cess profits taxes for the calendar year 1952 was

$3,588.77 or any sum in excess of $1,519.97.

4. The Commissioner erred in determining that

the payments in currency made by petitioner to

various real estate brokers totalling $6,896.00, $8,-

581.00 and $7,534.00 for the calendar years 1952,

1953 and 1954 respectively and charged to adver-

tising expense are in fact rebates of escrow fees

made in violation of California law and do not con-

stitute an ordinary and necessary business expense.

The Commissioner erred in determining that in the

alternative these amounts constitute capital expendi-

tures.

5. The Commissioner erred in determining that

there is a deficiency in petitioner's income (normal
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and surtax) and excess profits taxes for the calendar

year 1952 of $2,068.80 or any sum whatsoever.

6. Simply stated, the error complained of by

petitioner for the calendar year 1952 is the disal-

lowance of $6,896.00 of business expenses as claimed

on the return.

V. Petitioner in regard to its 1952 income and ex-

cess profits taxes concedes that the net income as

disclosed by its return is $5,066.50.

VI. The determination of petitioner's income and

excess profits taxes for the calendar year 1953 set

forth in said notice of deficiency is based upon the

following errors:

1. The Commissioner erred in determining that

there should be disallowed for the calendar year

1953 for the purpose of computing petitioner's in-

come (normal tax and surtax) and excess profits

taxes, certain expenses in the sum of $8,581.00

(Item (a) page 3 of the Statement attached to said

Exhibit "A" hereto).

2. The Commissioner erred in determining that

petitioner's normal tax and surtax net income for

the calendar year 1953 was $12,864.59 or any sum
in excess of $4,283.59.

3. The Commissioner erred in determining that

petitioner's income (normal tax and surtax) and

excess profits taxes for the calendar year 1953 was

$3,859.38 or any sum in excess of $1,285.08.

4. The Commissioner erred in determining that

the payments in currency made by petitioner to vari-

ous real estate brokers totalling $6,896.00, $8,581.00

and $7,534.00 for the calendar years 1952, 1953 and
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1954 respectively and charged to advertising ex-

pense are in fact rebates of escrow fees made in vio-

lation of California law and do not constitute an

ordinary and necessary business expense. The Com-

missioner erred in determining that in the alterna-

tive these amounts constitute capital expenditures.

5. The Commissioner erred in determining that

there is a deficiency in petitioner's income (normal

tax and surtax) and excess profits taxes for the

calendar year 1953 of $2,574.30 or any sum what-

soever.

6. Simply stated, the error complained of by

petitioner for the calendar year 1953 is the disal-

lowance of $8,581.00 of business expenses as claimed

on the return.

VII. Petitioner in regard to its 1953 income and

excess profits taxes concedes that the net income as

disclosed by its return is $4,283.59.

VIII. The determination of petitioner's income

(normal tax and surtax) and excess profits taxes

for the calendar year 1954 set forth in said notice

of deficiency is based upon the following errors:

1. The Commissioner erred in determining that

there should be disallowed for the calendar year

1954 for the purposes of computing petitioner's in-

come (normal tax and surtax) and excess profits

taxes certain expenses in the sum o\' $7,534.00 in-

curred and paid in that year (Item (a) page 4 of the

Statement attached as Exhibit "A").
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2. The Commissioner erred in determining that

petitioner's normal tax net income and surtax net

income for the calendar year 1954 was $6,415.71

or any sum in excess of a loss of $1,118.29.

3. The Commissioner erred in determining that

petitioner's income (normal tax and surtax) and

excess profits taxes for the calendar year 1954 was

$1,924.71 or any sum whatsoever.

4. The Commissioner erred in determining that

the payments in currency made by petitioner to vari-

ous real estate brokers totaling $6,896.00, $8,581.00

and $7,534.00 for the calendar years 1952, 1953 and

1954 respectively and charged to advertising ex-

penses are in fact rebates of escrow fees made in

violation of California law and do not constitute an

ordinary and necessary business expense. The Com-

missioner erred in determining that in the alterna-

tive these amounts constitute capital expenditures.

5. The Commissioner erred in determining that

there should be a disallowance of $7,534.00 claimed

on the return as advertising expenses.

6. The Commissioner erred in determining that

there is a deficiency in petitioner's income (normal

tax and surtax) and excess profits taxes for the

calendar year 1954 of $1,924.71 or any sum whatso-

ever.

7. Simply stated, the error complained of by peti-

tioner for the calendar year 1954 is the disallowance

of $7,534.00 for business expenses as claimed on the

return.
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IX. Petitioner in respect to its 1954 income and

excess profits taxes concedes that the net income as

disclosed by its return is a loss of $1,118.29.

X. The facts upon which petitioner relies as a

basis of this proceeding are as follows

:

1. Petitioner was incorporated in the State of

California in July, 1946. Actual business was com-

menced in January of 1947. Its authorized capital

is $25,000.00. During the years 1947, 1948, 1949,

1950 and 1951, petitioner was building its title

plant. All expenditures made for the acquisition

of title information was capitalized during that

period. In all, petitioner has a title plant with a

capitalized cost of $25,000.00, equal to its author-

ized capital. During this period of time petitioner

expended $25,000.00 in various ways—having tract

maps prepared—purchasing tract maps—securing

the tax assessor's title maps and other title informa-

tion. At the conclusion of the above five year

period, petitioner's title plant not only covered that

five year period, but, because of the large expendi-

ture of money, time and effort, the title plant went

back a period of five years or more from 1947.

Thus, petitioner's title plant on January 1, 1952,

more than doubled the customary five year experi-

ence. Petitioner had also capitalized its title plant

by twice the amount allowed with reference to its

authorized capital. Petitioner's title plant was there-

fore complete long before January 1, 1952. The

cost of reports and title insurance policies to peti-

tioner is not a capital expense, but is an expense
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incurred for the purchase of opinions of title which

is similar to the expenses incurred for base search-

ing and examination, and is therefore deductible in

the year in which incurred and paid or accrued. The

purchase of such reports by petitioner is a matter

of business economy and efficiency, and actually de-

creases the cost of operation. The preliminary re-

ports and policies of title insurance purchased by

petitioner do not actually increase the value of the

title plant of petitioner.

2. During the tax years 1952, 1953 and 1954,

petitioner made expenditures in currency to real

estate brokers to purchase, in some cases prelim-

inary title reports issued by other companies, and

in other cases to secure assignments of the actual

title insurance issued by the other companies. Usu-

ally, the preliminary reports purchased did not re-

late to any transaction then being handled by peti-

tioner for the real estate broker. However, in some

cases the reports and/or insurance formed the basis

upon which the title insurance was issued in a trans-

action being consummated at the time. All of such

expenditures were in the nature of day to day main-

tenance of petitioner's title plant and were there-

fore ordinary and necessary expenses.

3. That the expenditure in the calendar year

1952 of $6,896.00 for advertising was both reason-

able, ordinary and necessary to the business carried

on by petitioner.

4. That the expenditure in 1953 of $8,581.00 for

advertising was both reasonable, ordinary and neces-

sary to the business carried on by petitioner.
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5. That the expenditure in 1954 of $7,534.00 for

advertising was reasonable, ordinary and necessary

to the business carried on by petitioner.

6. That the expenditures hereinbefore mentioned

in the three paragraphs next preceding were in-

curred and paid for the purpose of upkeep and

maintenance of petitioner's title plant.

Wherefore, petitioner prays that the court may
hear this proceeding and determine that:

A. There should not be disallowed in determin-

ing petitioner's normal and surtax income for the

year 1952 the sum of $6,896.00 or any sum whatso-

ever.

B. Petitioner's normal and surtax net income for

the calendar year 1952 was not $11,962.56 or any sum

in excess of $5,066.36.

C. Petitioner's income (normal tax and surtax)

and excess profits taxes for the calendar year 1952

was not $3,588.77 or any sum in excess of $1,519.97.

D. There was no deficiency in petitioner's income

(normal and surtax) and excess profits taxes for

the calendar year 1952 in the sum of $2,068.80 or

any sum whatsoever.

E. There should not be disallowed in determining

petitioner's net income and surtax net income for

the calendar year 1953 the sum of $8,581 or any

sum whatsoever.

F. Petitioner's normal and surtax net income for

the calendar year 1953 was not $12,864.59 or any

sum in excess of $4,283.59.
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Gr. Petitioner's income (normal tax and surtax)

and excess profits taxes for the calendar year 1953

was not $3,859.38 or any sum in excess of $1,285.08.

H. There was no deficiency in petitioner's in-

come (normal tax and surtax) and excess profits

taxes for the calendar year 1953 in the sum of

$2,574.30 or any sum whatsoever.

I. There should not be disallowed in computing

petitioner's normal tax and surtax net income for the

calendar year of 1954 the sum of $7,534.00 or any

sum whatsoever.

J. Petitioner's normal and surtax net income for

the current year 1954 was not $6,415.71 or any sum
in excess of a loss of $1,118.29.

K. Petitioner's income (normal tax and surtax)

and excess profits taxes for the calendar year 1954

was not $1,924.71 or any sum whatsoever.

L. There was no deficiency in petitioner's income

(normal tax and surtax) and excess profits taxes

for the calendar year 1954 in the sum of $1,924.71

or any sum whatsoever.

M. And for such other and further relief as may
be proper.

/s/ JOSEPH S. ROGERS,
/s/ KENNETH S. CAREY,

Attorneys for Petitioner.
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Affidavit

State of California,

City and County of San Francisco—ss.

J. M. Rolls, being first duly sworn, deposes and

says:

That he is an officer, to wit, the President of Bay
Counties Title Guaranty Company, a corporation,

and for that reason makes this affidavit on its be-

half and has the authority to act for said corpora-

tion; that he has read the foregoing petition and is

familiar with the statements contained therein and

that the statements contained therein are true of

his own knowledge except as to matters therein

stated upon information or belief, and that as to

those matters he believes it to be true.

/s/ J. M. ROLLS.

Subscribed and sworn to before me this 27th day

of July, 1956.

[Seal] /s/ RUTH M. PARRIS,

Notary Public in and for the City and County of

San Francisco, State of California. My Com-

mission expires: 5th November, 1956.
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EXHIBIT aA"

Appellate Division—San Francisco Region

Room 1010—870 Market Street

San Francisco 2, California

Ap:SF:AA:DRU
90-D:IB

May 7, 1956

Bay Counties Title Guaranty Company

(formerly Bay Counties Escrow Company)

131-135 Hayes Street

San Francisco, California

Gentlemen

:

You are advised that the determination of your

income tax liability for the taxable year(s) ended

December 31, 1952 to December 31, 1954, inclusive,

discloses a deficiency or deficiencies of $6,567.81 as

shown in the statement attached.

In accordance with the provisions of existing in-

ternal revenue laws, notice is hereby given of the

deficiency or deficiencies mentioned.

Within 90 days from the date of the mailing of

this letter you may file a petition with The Tax

Court of the United States, at its principal address,

Washington 4, D. C, for a redetermination of the

deficiency. In counting the 90 days you may not

exclude any day unless the 90th day is a Saturday,

Sunday, or legal holiday in the District of Columbia

in which event that day is not counted as the 90th
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Exhibit "A"—(Continued)

day. Otherwise Saturdays, Sundays, and legal holi-

days are to be counted in computing the 90-day

period.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to the Assistant Regional Commissioner, Appel-

late, Em. 1010, 870 Market St., San Francisco 2,

California. The signing and filing of this form will

expedite the closing of your return (s) by permitting

an early assessment of the deficiency or deficiencies,

and will prevent the accumulation of interest, since

the interest period terminates 30 days after receipt

of the form, or on the date of assessment, or on the

date of payment, whichever is the earlier.

Very truly yours,

RUSSELL C. HARRINGTON
Commissioner,

By
Special Assistant

Appellate Division

Enclosures

:

Statement

Agreement Form
IRS Form 160



18 Bay Counties Title Guaranty Co, vs.

Exhibit "A"—(Continued)

Ap:SF:AA:DRU
90-D.-IB

STATEMENT

Bay Counties Title Guaranty Company (formerly Bay Counties

Escrow Company) 131-135 Hayes Street, San Francisco,

California

Tax Liability for the Taxable Years Ended December 31, 1952

to December 31, 1954, Inclusive.

Year Liability Assessed Deficiency

1952 Income Tax $3,588.77 $1,519.97 $2,068.80

1953 Income Tax 3,859.38 1,285.08 2,574.30

1954 Income Tax 1,924.71 None 1,924.71

Totals $9,372.86 $2,805.05 $6,567.81

In making this determination of your income tax liability, care-

ful consideration has been given to your protest dated December

29, 1955 and to the statement made at the conferences held on

March 7, March 14 and April 17, 1956.

A copy of this letter and statement has been mailed to your

representatives, Messrs. Joseph D. Rogers and Kenneth Carey,

111 Sutter Street, San Francisco, California, in accordance with

the authority contained in the power of attorney executed by you.

Adjustments to Income

Year: 1952

Net income as disclosed by return $ 5,066.56

Unallowable deductions and additional income:

(a) Advertising expense 6,896.00

Net income as adjusted $11,962.56

Explanation of Adjustments

(a) It is held that the payments in currency made by you

to various real estate brokers totaling $6,896.00, $8,581.00 and

$7,534.00 for the calendar years 1952, 1953 and 1954 respectively

and charged to advertising expense are in fact rebates of escrow

fees made in violation of California law and do not constitute

an ordinary and necessary business expense.

In the alternative these amounts constitute capital expenditures.



Commissioner of Internal Revenue 19

Exhibit "A"—(Continued)

Computation of Income Tax
Year: 1952

Net income $11,962.56

Surtax net income 11,962.56

Combined normal tax and surtax at 30% 3,588.77

Total income and excess profits tax liability 3,588.77

Income and excess profits tax assesssed Account No.

CI 10456, San Francisco, California 1,519.97

Deficiency in income and excess profits tax 2,068.80

Adjustments to Income

Year: 1953

Net income as disclosed by return $ 4,283.59

Unallowable deductions and additional income:

(a) Advertising expense 8,581.00

Net income as adjusted $12,864.59

Explanation of Adjustments

(a) The amount of $8,581.00 claimed on the return as adver-

tising expense is disallowed as explained in Explanation of Ad-

justments in the year 1952.

Computation of Income Tax

Year: 1953

Net income $12,864.59

Surtax net income $12,864.59

Combined normal tax and surtax at 30% $ 3,859.38

Total income and excess profits tax liability $ 3,859.38

Income and excess profits tax assessed Account No.

CI 200184, San Francisco, California 1,285.08

Deficiency in income and excess profits tax $ 2,574.30

Adjustments to Income

Year: 1954

Net income as disclosed by return (loss) $(1,118.29)

Unallowable deductions and additional income:

(a) Advertising expense 7,534.00

Net income as adjusted $ 6,415.71
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Exhibit "A"—(Continued)

Explanation of Adjustments

(a) The amount of $7,534.00 claimed on the return as adver-

tising expense is disallowed as explained in Explanation of Ad-

justments in the year 1952.

Computation of Income Tax

Year: 1954

Net Income $6,415.71

Surtax net income $6,415.71

Combined normal tax and surtax at 30% $1,924.71

Total income and excess profits tax liability $1,924.71

Income and excess profits tax assessed Account No.

CN 200063, San Francisco, California None

Deficiency in income and excess profits tax $1,924.71

Agreement Form
IRS Form 160

[Endorsed] : T.C.U.S. Filed August 2, 1956.

[Title of Tax Court and Cause.]

ANSWER
Comes now the Commissioner of Internal Reve-

nue, respondent above named, by his attorney, John

Potts Barnes, Chief Counsel, Internal Revenue

Service, and for answer to the petition filed by the

above-named petitioner admits and denies as fol-

lows:

I, II, III. Admits the allegations in paragraphs

I, II and III.

IV-1 to 6, inclusive. Denies the allegations of

error in subparagraphs 1 to 6, inclusive, of para-

graph IV.
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V. Admits the allegations in paragraph V.

VI-1 to 6, inclusive. Denies the allegations of

error in subparagraphs 1 to 6, inclusive, of para-

graph VI.

VII. Admits the allegations in paragraph VII.

VIII-1 to 7, inclusive. Denies the allegations of

error in subparagraphs 1 to 7, inclusive, of para-

graph VIII.

IX. Admits the allegations in paragraph IX.

X-l to 6, inclusive. Denies the allegations in sub-

paragraphs 1 to 6, inclusive, of paragraph X.

XI. Denies generally and specifically each and

every allegation in the petition not hereinbefore ad-

mitted, qualified or denied.

Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioner's ap-

peal denied.

/s/ JOHN POTTS BARNES, J.,

Chief Counsel,

Internal Revenue Service.

Of Counsel: Melvin L. Sears, Regional Counsel;

T. M. Mather, Assistant Regional Counsel, Ed-

ward H. Boyle, Special Attorney, Internal Rev-

enue Service, 1067 Flood Building, San Fran-

cisco, California.

[Endorsed] : T.C.U.S. Filed September 11, 1956.
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[Title of Tax Court and Cause.]

STIPULATION OF FACTS

It Is Hereby Stipulated and Agreed between the

Commissioner of Internal Revenue and the above

entitled taxpayer, by their respective undersigned

attorneys, that the following facts shall be taken as

true, provided, however, that this stipulation does

not vraive the right of either party to introduce

other evidence not at variance with the facts herein

stipulated, or to object to the introduction in evi-

dence of any such facts on the grounds of immate-

riality or irrelevancy:

1. That petitioner is a corporation duly organ-

ized, existing and authorized to do business under

the laws of the State of California; that its princi-

pal place of business is at 131-135 Hayes Street in

the City and County of San Francisco, State of

California. Taxes and returns for the years herein

involved were paid to and filed with Director of

Internal Revenue, San Francisco, California.

2. The petitioner is not a title insurer but is an

underwritten title company as defined in Section

12402 of the Insurance Code of California. Such

insurance policies as are required are underwritten

by Pacific Coast Title Insurance Company of Los

Angeles, California, and co-insured by Louisville

Title Insurance Company of Louisville, Kentucky.

3. Petitioner's income tax returns for 1952, 1953

and 1954 were filed with the Director of Internal

Revenue, San Francisco.
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4. The notice of deficiency (a copy of which is

attached to the petition and marked Exhibit "A")

was mailed to petitioner on May 7, 1956.

5. The deficiencies as determined by the Commis-

sioner are for income and excess profits taxes for

the calendar years 1952, 1953 and 1954, in amounts

as follows:

Year Amount
1952 $2,068.80

1953 2,574.30

1954 1,924.71

$6,567.81

All of said amounts hereinabove set forth are in

dispute, and are disputed by petitioner.

6. That the net or taxable income disclosed by

petitioner's 1952 tax return was $5,066.56.

7. That in the calendar year 1952, petitioner ex-

pended $6,896.00 in currency to real estate brokers.

8. That the net or taxable income shown by peti-

tioner's 1953 tax return was $4,283.59.

9. That in the calendar year 1953 petitioner ex-

pended $8,581.00 in currency to real estate brokers.

10. That the net or taxable income shown in peti-

tioner's 1954 tax return was a net loss of $1,118.29.

11. That in the calendar year 1954, petitioner ex-

pended $7,534.00 in currency to real estate brokers.
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12. Petitioner was incorporated in the State of

California on July 3, 1946. A copy of the Articles

of Incorporation is attached hereto as Exhibit

"1-A".

/s/ JOSEPH S. ROGERS,
/s/ KENNETH S. CAREY,

Counsel for Petitioner.

/s/ ARCH M. CANTRALL, E.H.B.,

Chief Counsel,

Internal Revenue Service,

Counsel for Respondent.

[Endorsed] : T.C.U.S. Piled October 8, 1958.

34 T. C. No. 3

Tax Court of the United States

Bay Counties Title Guaranty Company, Petitioner,

v. Commissioner of Internal Revenue, Respond-

ent.

Docket No. 63623 Filed April 12, 1960.

FINDINGS OF FACT AND OPINION

Petitioner is an underwritten title and controlled

escrow company engaged in the business of making

abstracts of titles. It had an established title plant

prior to 1952 which was its chief capital asset.

Since petitioner started business it has followed the
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practice of acquiring for a consideration from oth-

ers each year a substantial number of previously

prepared title reports showing the status of titles

to pieces of property up to some date prior to peti-

tioner's purchase. Most of such title reports were

filed in petitioner's records for use in subsequent

years depending on when the petitioner might re-

ceive business requiring its preparation of up-to-

date abstracts on the same pieces of property in

connection with new transactions. Prior to 1952 pe-

titioner charged the cost of such reports to the capi-

tal account for its title plant, but in 1952 it charged

the same expense to current operating expenses and

deducted it as ordinary and necessary business ex-

pense. The same practice was followed in 1953 and

1954. Held : The purchased title reports represented

additions to and betterments of petitioner's title

plant ; their useful life extended beyond the year of

purchase; and the expenditure was a nondeductible

capital expense.

Kenneth S. Carey, Esq., and Joseph S. Rogers,

Esq., for the petitioner.

Edward H. Boyle, Esq., and Joseph D. Holmes,

Jr., Esq., for the respondent.

The Commissioner determined deficiencies in in-

come tax for the taxable years 1952, 1953, and 1954

in the amounts of $2,068.80, $2,574.30, and $1,924.71,

respectively. The issue is whether expenditures in

each year which allegedly were made for copies of

preliminary reports on pieces of real estate consti-

tute ordinary and necessary expenses of carrying

on petitioner's business under section 23(a)(1)(A),
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1939 Code, and section 162, 1954 Code, or are non-

deductible capital expenditures.

Findings of Fact

The petitioner is a California corporation which

was incorporated on July 3, 1946, and entered into

business operations in September 1946. Its office is

in San Francisco, California. It filed its returns

with the collector of internal revenue for the first

district of California. Petitioner keeps its books and

reports income on an accrual basis. However, the

expenditures in question were cash disbursements.

The petitioner is an underwritten title company,

as defined in section 12402 of the California Insur-

ance Code, and escrow company. Petitioner is an

agent of the Pacific Coast Title Insurance Company
of Los Angeles, hereinafter called Pacific Title,

which began business in 1944 and has nine other

agents.

Pacific Title is engaged in the title insurance

business. It is an underwriting company which is-

sues policies of title insurance insuring titles to real

property. Its co-insurer is the Louisville Title In-

surance Company of Louisville, Kentucky. The

president of the petitioner, J. M. Rolls, is an as-

sistant secretary of Pacific Title.

The petitioner conducts examinations and

searches of titles and then requests Pacific Title to

issue policies of title insurance based upon its title

examination. The petitioner sells title insurance pol-

icies of Pacific Title.
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The petitioner, as agent of Pacific Title, has an
exclusive agency in San Francisco County which in-

cludes the city of San Francisco. The records for

title examination and search are in the offices of the

petitioner.

The petitioner is also an escrow company. The
closings of transactions involving transfers of real

estate are held in its offices. Petitioner receives es-

crow fees for its services which are paid by the

purchasers of real estate. A great deal of peti-

tioner's business is referred by real estate brokers.

Petitioner also handles accommodation and other

escrows and it receives income from such general

services in addition to fees for the closing of real

estate transactions

.

As of December 31, 1951, petitioner had an estab-

lished and a typical title plant. The term "plant" is

used by title companies to describe collectively the

complex of the records which it owns and uses in

making searches of titles and preparing abstracts

of titles to all of the real estate within the area of a

company's operations. Petitioner's title plant in-

cluded books of maps of all of the real estate, by

parcels and lots, in San Francisco County; the lot

books covering every lot in the county ; books of ab-

stracts of recorded instruments ; a set of general in-

dices ; the tax assessor's ownership records back to

1938; a complete set of Edwards Abstracts going

back to 1908, which contains daily reports of all

recordings affecting titles to and interests in real

estate such as transfers, bankruptcies, probate rec-

ords, and litigation; and an accumulation of peti-
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tioner's records of searches, abstracts, documents,

opinions, and miscellaneous data. Petitioner's title

plant was acquired and accumulated during the 5

years 1947-1951. A typical title plant is augmented

in the course of time.

In carrying on its business, petitioner uses its

own basic records and, in addition, the city and

county recorder's office records, and other custom-

ary sources of relevant records. In its own plant, in-

formation is segregated as to pieces of property in

connection with which a code system is used.

For all practical purposes, as of the end of 1951,

petitioner's title plant contained records of every

piece of property in San Francisco County for

which records existed. Also, its records in its plant

showed every recorded transaction affecting real

property in the county for a period in excess of 5

years. The set of Edwards Abstracts provides in-

formation back to 1908. Because of the destruction

of records in 1906 during the San Francisco fire,

property records for the city and county of San

Francisco were reestablished after 1906.

Petitioner's capital consists of $25,000 repre-

sented by common stock. Its authorized stock is

2,500 shares having a total par value of $25,000.

At the end of 1951, the book value of petitioner's

title plant was $25,000.

Prior to 1952, the petitioner charged to capital,

i.e., capitalized, all of its expenditures for real es-

tate records of every kind including those for its

basic title records plant. By the end of 1951, the

total cost of petitioner's plant amounted to $25,000.
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When petitioner began its business in 1946, it had
4 employees. In 1952, it had 34 employees including

13 searchers and 2 examiners, and 3 in the general

indices section, The work of a searcher is to search

and assemble material relating to titles; the exam-
iner writes an abstract report and opinion about

titles.

In general, in order to collect the information re-

quired before a policy of title insurance will be

issued, it is necessary to make a complete search of

the records of ownership of a piece of property (the

chain of title) over a period of years, to search for

interests in and encumbrances on a title, and to ex-

amine all records affecting title so as to determine

whether a buyer will obtain a clear title, and so as

to guarantee a title or the correctness of informa-

tion with respect thereto. A factual determination

of title must be made and of the conditions and lim-

itations attaching to the title to property.

There are no statutory requirements relating to

the method or means by which those engaged in

making title searches, examinations, and abstracts

of title for use by title insurers shall secure infor-

mation. Although it is customary for title compa-

nies to cause to be made independent searches, it is

also common for their examiners to make use of

previously prepared, or old, title reports and pre-

liminary title reports as a starter, and to search

the period after the end-date of such reports to

bring the search up to the date required. The prac-

tice of using existing preliminary reports on titles
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and existing title insurance policies is generally fol-

lowed. Such practice eliminates the procedure of

abstracting the title to a piece of property back to

the first record. If there is a starter report of title

to a particular piece of property, it is generally

considered unnecessary to make a complete search

back to the earliest records. But if a starter report

is not available, a complete search must be made.

Frequently a starter report, or a previously pre-

pared policy of title insurance, provides a title rec-

ord up to within a few years of the date of the

examination which is to be made.

In the title company business a preliminary re-

port and a starter report mean the same thing. A
title examiner seldom retraces the search covered

by a starter report or a previously prepared title

policy; he does not go behind the starter report.

Time and expense are saved where starter reports

on a piece of property are used in examining the

title to a piece of property.

In San Francisco there are four old and well-

established title companies which issue policies of

title insurance, the California Pacific Title Com-

pany, Western Title Insurance and Guaranty Com-

pany, Northern Counties Title Insurance Company,

and City Title Insurance Company. Among them,

there is an understanding and arrangement for the

reciprocal exchange of information about real estate

titles which each has in its files. Thus, one concern

making a search of title to a piece of real estate

with respect to which another previously has made
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an examination may make use of the existing re-

port made by the other concern, as a starter.

The petitioner is not admitted to participation in

the reciprocal exchange arrangements of the four

above-named title companies. The petitioner and

Pacific Title compete with the above companies.

Some title companies purchase copies of prelim-

inary, starter reports and of old title policies from

various sources, such as real estate brokers, escrow

companies, and lending institutions, and in Califor-

nia this is a common practice. There is no statutory

reason why a title insurance company or an abstract

company may not purchase a copy of an old title

insurance policy or preliminary report on a spe-

cific property and issue a new policy of title insur-

ance relying in whole or in part upon information

contained in the former policy.

Petitioner has followed the practice since it began

business of obtaining copies of preliminary, starter

reports and of old title policies from real estate

concerns, real estate brokers, lending institutions,

and others. It followed that practice before and

during the taxable years. It has made payments

for them or sometimes it has obtained them free

of charge.

It is routine for a real estate broker who is han-

dling a proposed transaction for the sale of a piece

of real estate to obtain an up-to-date preliminary

report on the particular property involved. Such

preliminary report shows the owner of record, the
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tax status of the property, liens and encumbrances,

if any, existing restrictions, and obligations of the

record owner. Such preliminary title report is ob-

tained from the title company from which it is

anticipated the completed title insurance policy will

be purchased when the sale is closed. No charge is

made for the preliminary report by the title com-

pany since the full charge will be made for the title

policy. The title policy will be the complete and

current coverage. In connection with a proposed

sale of a piece of property, the real estate broker

often is asked by the title company with which

he is dealing in respect to the contemplated sale

if he can furnish a previous title policy, or a copy.

If the real estate broker can furnish a previous

policy, he may obtain the requested preliminary

report of the title company sooner.

Before and after 1951, several real estate brokers

in the San Francisco area have frequently fur-

nished the petitioner with copies, from their files,

of preliminary reports and of title policies on vari-

ous pieces of real estate involved in transactions

which they have handled hi the past and in which

transactions the petitioner did not participate, for

which they have received cash payments from the

petitioner. Often copies of such reports or old title

policies on a particular piece of property have

been furnished upon requests of petitioner, and at

times petitioner has made use of them in its cur-

rent search on a particular property. At other

times, petitioner has put copies of preliminary re-
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ports or of old title policies in its files to serve as

a starter in a future search.

In most instances, real estate brokers do not

charge any stated fee or exact amount for furnish-

ing a copy of a preliminary report or old title

policy to the petitioner, and petitioner has followed

the practice of making payments periodically to

real estate brokers of some amounts which it deter-

mined. Such payments, at times, have been made

monthly and they have been in varying amounts

ranging from $25, $60, $90, $100, or more.

In 1952, as an example, petitioner had an ar-

rangement with one real estate firm in San Fran-

cisco whereby it could look through its files and

locate copies of preliminary reports or old title

policies which it wanted to use and obtain them at

no cost. In another instance, a real estate broker

having his own business regularly provided peti-

tioner with copies of preliminary reports or old

title policies from his files and he periodically

received lump sum payments from petitioner for

such general accommodation but not for individual

copies of report or policies. Such payments always

were made in cash.

During the taxable years, petitioner made cash

payments to real estate brokers in the total amounts

sot forth below

:



34 Bay Counties Title Guaranty Co. vs.

Fear Amount
1952 $6,896

1953 8,581

1954 7,534

The following schedule shows the amounts of such

cash payments by months:

Month 1952 1953 1954

January $ 386 $ 736 $ -0-

February 505 521 556

March 484 532 467

April 482 729 812

May 503 651 470

June 575 644 480

July 579 687 645

August 671 715 674

September 530 778 589

October 661 704 693

November 804 768 700

December 716 1,116 1,448

$6,896 $ 8,581 $7,534

The names of the real estate brokers and the pay-

ments received by them in 1952, 1953, and 1954 were

not reflected in the books and records of petitioner,

but were in a personal record belonging to peti-

tioner's president, Rolls. The payments to the real

estate brokers were made by Rolls personally in

cash. Checks of the petitioner were made payable

to cash and cash was made available in this way to

make payments to real estate brokers. The account-
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ing records showed the cash withdrawals, and the

amounts of the payments to real estate brokers

were charged on the books to an expense account

such as advertising expense.

In petitioner's returns for the taxable year 1952-

1954, inclusive, the total amounts paid to brokers,

stated above, were included in the entire amount

deducted in each year for advertising expense, or

some other operating expense.

There have been many instances where real estate

brokers have placed business with the petitioner

and the petitioner has not purchased any title re-

ports or copies of old title policies from them.

Rolls kept a personal record, apart from the ac-

counting record of the petitioner, of the payments

made to brokers which he describes as his personal,

broker account record. He maintained those rec-

ords. They show the volume of business received

from various real estate brokers. In these records

Rolls made note of the amounts of payments which

he made to real estate brokers, and he also entered

the amounts involved in transactions handled by

the petitioner which were closed by the individual

brokers. However, this particular record does not

show what preliminary reports and copies of title

policies on particular pieces of real estate might

have been received by the petitioner from any indi-

vidual real estate broker.

Neither the petitioner nor its president, Rolls,

maintained any record at any time, including the

taxable years, showing the specific preliminary title

reports or copies of old title policies on particular
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pieces of real estate which the petitioner had pur-

chased during a year from any real estate broker

or any other source. Of course, reference to such

individual preliminary title reports and copies of

old title policies might indicate to whom or for

whom the reports were made and, therefore, an

inference might be drawn with respect to the con-

cerns or persons from whom the petitioner acquired

such reports and title policies. Petitioner did not

keep a record of how many preliminary reports or

old title policies on various pieces of real estate it

had purchased in each of the taxable years.

The petitioner's system for filing the copies of

preliminary title reports and old title policies on

various pieces of property is as follows: Petition-

er's office records are maintained on the basis of the

assessor's lot and block system. The number of a

lot and its location in a block is entered in the

upper right-hand corner of a copy of a preliminary

title report or old title policy. Such numbers serve

to relate such documents to the petitioner's index

of properties in its title plant. On the individual

cards in petitioner's card system, which serves as

an index to records on individual pieces of prop-

erty in the county of San Francisco, a red letter

"S" is placed to show that petitioner has a prelim-

inary title report or a copy of an old title policy

relating to a piece of property. Through such index

system, the petitioner is able to determine whether

or not it has a preliminary title report on a piece

of property which can be used as a starter when
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and if it makes a title search and abstract on the

property.

During the years 1952-1954, petitioner acquired

many preliminary title reports or copies of old title

policies; it paid for some of these documents; and

it filed them in its plant records. The bulk of the

preliminary title reports and title policies which

petitioner purchased during the taxable years did

not relate to any searches and examinations of titles

which it made in the taxable years for the issuance

of title insurance policies. Therefore, such docu-

ments were filed for such future use, if any, as

might develop.

Prior to 1952, petitioner capitalized in its ac-

counting records all payments for preliminary title

reports and all old title policies. Petitioner, for the

first time, in 1952, 1953, and 1954 charged all pay-

ments for such preliminary title reports and old

title policies to current operating expenses and took

deductions therefor in its income tax returns. The

respondent disallowed the entire amounts of the

deductions, $6,896 in 1952, $8,581 in 1953, and

$7,534 in 1954.

The preliminary title reports and old title poli-

cies purchased by the petitioner in each taxable

year had a useful life beyond the year of purchase

which extended until such years as petitioner might

make use of them in its own up-to-date title ab-

stracts relating to the same pieces of property in

connection with future transactions dealing with

them. The future time of use in petitioner's busi-

ness was problematic and indefinite depending upon
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when, as, and if the petitioner might be called upon

to make abstracts of title to the same pieces of

property. The old preliminary title reports and old

title policies constituted additions and betterments

to petitioner's title plant, and the expenditure for

them was a nondeductible capital expense. The ex-

penditures were not current maintenance expenses

within the category of ordinary and necessary busi-

ness expenses.

Opinion

Harron, Judge: The issue relates to the matter

of the proper treatment for tax purposes of an

expense which petitioner incurs and pays in cash

each year to real estate brokers, chiefly, for pre-

liminary title reports and copies of not-current

title insurance policies which have been prepared

and used previously by others in the same business.

For convenience such material is described here-

inafter, collectively, as starter reports.

It is understood that for the most part each of

the starter reports acquired deals with the status

of the title to an individual and different piece of

real estate up to a date which is prior to the time

of petitioner's purchase', although petitioner con-

cedes that there are instances of purchasing more

than one report which relates to the same piece of

property, in which event there is some duplication

of starter reports which are purchased.

It is understood, further, that the petitioner

makes no effort to ascribe a purchase price to each
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individual starter report which it acquires; that

sellers of such reports do not fix a price for each

report sold to petitioner; that petitioner pays a

lump sum periodically (usually monthly) for sev-

eral reports; and that during a year an undisclosed

number of starter reports are purchased. Thus, for

example, the record does not show how many re-

ports petitioner purchased in 1952 for $6,896, or

in 1953 for $8,581, or in 1954 for $7,534.

It is understood, also, that the petitioner con-

cedes that "the bulk" or most of the reports which

it purchases in a year are not, during the same

year as the: expense is incurred and paid, made

use of in the searches, examinations, and writing

of abstracts of title on individual pieces of real

estate, but, rather, are filed away in petitioner's

files of records for future use, if, as, and when

petitioner should write abstracts of the title to any

of the properties covered by such starter reports.

It is noted at the outset, in addition, that the

record does not show anything about the fees, or

rates of charges, which petitioner receives for a

title abstract, or what elements enter into its costs

of making the search, the examination, and finally

writing a title abstract. For example, the petitioner

does not contend, where it makes use of one of the

purchased starter reports on the title to a piece

of property in its search and writing of a title

abstract which is brought up to the date of the

closing of a real estate transaction, that it includes
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in its charge for its completed abstract any amount

as its cost of the purchased starter report.

The facts have been set forth fully in the Find-

ings of Fact and with the foregoing summary of

certain relevant factors, the circumstances within

which the issue to be decided arises is, we think,

clear.

The primary question is whether the total amount

of expense paid in each taxable year is a non-

deductible capital expense under section 24(a)(2),

or ordinary and necessary business expense deduc-

tible under section 23(a)(1)(A). For convenience,

reference is made to the applicable sections of the

1939 Code. The corresponding provisions of the

1954 Code are substantially the same.

In substance, it is the petitioner's view that the

expense of purchasing starter reports which, for

the most part, are held in expectation of future

use, is comparable to the expense of maintaining

its title plant, a capital asset, in good and efficient

working condition. Having such starter reports on

hand, argues the petitioner, later saves time and

expense in writing a particular title abstract. Such

alleged maintenance expense is claimed by the peti-

tioner to be of the same nature as ordinary main-

tenance expenditures which do not benefit future

periods and are, therefore, properly charged to

operations in the year the expenses are incurred

and paid, and are deductible as ordinary and neces-

sary expenses of petitioner's business. The peti-

tioner does not cite any case specifically dealing
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with the issue to be decided. However, petitioner

relies largely upon the respondent's O.D. 1018

(1921), 5 C.B. 119, set forth in the margin. 1

Whether a given expense is an ordinary and nec-

essary business expense deductible from gross in-

come in the year of payment under section 23(a)

(1)(A), or whether it constitutes an amount paid

for an asset, or an addition to assets, or a better-

ment which increases the value of assets so as to

be not deductible under section 24(a)(2) is a ques-

tion of fact. Russell Box Co, v. Commissioner, 208

F. 2d 452, 454, It is often a difficult matter to

draw the line between a capital outlay and one for

current maintenance. Hotel Kingkade v. Commis-

sioner, 180 F. 2d 310, 312. It is helpful to bear in

mind, nevertheless, the basic distinction between an

^.D. 1018 is as follows:

Title abstract companies incur relatively large

and continuous expenditures in keeping their plants

up to date, such as the expense of adding and in-

corporating in the plant records that are being
made daily in the various courts and in the Re-
corder's office.

These records which are added to and incorpo-

rated in the plant for the purpose of keeping it

in up to date running order and preventing depre-

ciation are in the nature of ordinary and necessary
repairs. The expenses, therefore, incurred in mak-
ing such records are current expenses, and as such
are deductible for the years in which incurred and
paid or accrued.

Since a title plant is not an asset of a nature
which gradually approaches a point where its use-

fulness is exhausted, but is an asset of a more or
less permanent character, it is not a proper subject

of a depreciation allowance.
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ordinary and necessary business expense and a capi-

tal expenditure. In this connection, the following

statement of the fundamental distinction, stated in

Kester, Principles of Accounting, p. 130, is helpful

:

Asset and Expense Expenditures.—At the time

of organization of a business, the capital contrib-

uted by the owner is expended to acquire the nec-

essary assets with which to carry on the business.

A fundamental distinction must be made between

expenditures for the purchase and installation of

the assets themselves and expenditures for expenses

in connection with their repair, maintenance, and

upkeep.

An asset account is chargeable with all costs in-

curred up to the point of putting the asset in shape

for use in the business. It may be charged also

with subsequent expenditures resulting in an in-

crease in its value. Such increase is frequently

termed a betterment. Expenditures, however, which

are for the purpose of repairs or of keeping the

property from too rapid depreciation without add-

ing anything to its original value, must be charged

to a properly labeled expense account. These ex-

penditures for expenses, such as repairs, mainte-

nance, upkeep, together with depreciation, are sub-

tractions from profit and proprietorship, while as-

set expenditures usually constitute an exchange of

the asset cash for some other asset, which exchange

lias no effect on proprietorship.

These expenditures are frequently distinguished

as capital and revenue expenditures.
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After fully considering the complete record and

petitioner's contentions and arguments, it is con-

cluded that total expense of purchasing starter

reports in each of the taxable years, incurred and

paid in each year, is a nondeductible capital ex-

pense which properly is to be charged to petition-

er's asset account for its title plant as an expendi-

ture which increases the title plant's value and is

for betterment thereof, in general. Upon all of the

facts and under all of the circumstances, it cannot

be found and held that the respondent erred in

disallowing the claimed deduction in each year.

Petitioner contends, and it may be conceded, that

as of the end of 1951 it had an established title

plant, the cost of which had been capitalized. Peti-

tioner agrees that the records which constitute a

title plant are capital assets, as is now well estab-

lished. See The Record Abstract Co., 2 B.T.A. 628,

631-632; Cuyahoga Abstract Title & Trust Co., 7

B.T.A. 95, 98-99, affd. 29 F. 2d 448, certiorari

denied 279 U.S. 848; Crooks v. Kansas City Title

& Trust Co., 46 F. 2d 928. Petitioner, however, is

in error in its contention that since it had a title

plant, the expense of purchasing previously pre-

pared starter reports for title abstracts necessarily

is a maintenance and, therefore, current operating

expense.

It is admitted that the value of the starter re-

ports extends beyond the year of purchase and

continues until such time in some indeterminate

future year as petitioner shall have the occasion

to write an abstract on a title covered up to a point
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by a starter report. The time of future use may
be many years later. We think it is clear beyond

any doubt that the starter reports have an eco-

nomic life extended beyond the year of purchase

and that they represented additions and supple-

ments to the plant which increased its value. It is

a generally accepted rule that an amount expended

for an asset having a useful life which is not con-

sumed in the year of the; expenditure is usually to

be classified as a capital item. First National Bank
of St. Louis, 3 B.T.A. 807 ; W. B. Harbeson Lum-
ber Co., 24 B.T.A. 542.

Petitioner's reliance upon respondent's O.D. 1018

is misplaced. First, it must be observed that an

Office Decision of the Commissioner lacks the status

of a regulation and ordinarily must be regarded

as having limited weight circumscribed by its par-

ticular facts. O.D. 1018 refers to the expense of

obtaining "records that are being made daily in

various courts and in the Recorder's office" which

title abstract companies continuously incur. Peti-

tioner incurs the kind of expense described in the

cited ruling by its continuous subscription to Ed-

wards Abstracts which furnishes such daily records

of the courts and the Recorder's office in San Fran-

cisco County. The expense under consideration

here of purchasing starter reports is not the same'

and is distinguishable from the kind of expense

described in the ruling. A starter report covers! a

search and examination of title and while it does

not have the coverage of a completed abstract, it is
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within the same general category. O.D. 1018 does

not refer to reports on title.

The petitioner advances another argument which

deals with the limitation contained in section 12372

of the California Insurance Code on a title in-

surer's valuation on its plant as an asset. Peti-

tioner contends that since one of the provisions

of that statutory provision limits the valuation of

its title plant to actual cost, not to exceed 50 per

cent of the total par value of its outstanding capi-

tal stock, it could not, after 1951, add to the then

cost of its plant the amount expended in each year

for starter reports. This contention has no rele-

vance here and is without merit. Section 12372 of

the Insurance Code deals inter alia with an in-

surer's financial statement. It provides, also, in sub-

sections (b) and (c) that an insurer may, in its

statement, treat its plant as an asset having a

lesser value than 50 per cent of the par value of

outstanding stock, as allowed in (a) ; or it may

omit entirely from the statement such asset. In any

event, the cited provision of the California Insur-

ance Code does not in any respect bear upon, relate

to, or control the question here which arises under

the Federal Internal Revenue Codes.

Cases cited by the petitioner have been considered

but they are distinguishable. Consolidated Apparel

Co., 17 T.C, 1570, affirmed and reversed in part on

other grounds, 207 F. 2d 580, is distinguishable

from this case in that the expense there, advertising

expense, was clearly an item which properly can

be expensed.
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In view of the conclusion reached under the main

issue it is unnecessary to consider an alternative

contention of the respondent that the petitioner, by

deducting the expense in question in 1952, which it

previously had capitalized, changed its method of

accounting without first obtaining the respondent's

consent.

The determinations of the respondent are sus-

tained.

Decision will be entered for the respondent.

Served April 12, 1960.

Tax Court of the United States

Washington

Docket No. 63623

BAY COUNTIES TITLE GUARANTY COM-
PANY, Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent.

DECISION

Pursuant to the determination of the Court, as

set forth in its Findings of Fact and Opinion, filed

on April 12, 1960, it is

Ordered and Decided: That there is a deficiency

in income tax for each of the taxable years 1952,



Commissioner of Internal Revenue 47

1953, and 1954 in the amounts of $2,068.80,

$2,574.30, and $1,924.71, respectively.

[Seal] /s/ MARION J. HARRON,
Judge.

Entered April 12, 1960.

Sewed April 13, 1960.

In the United States Court of Appeals

For the Ninth Circuit

T. C. Docket No. 63623

BAY COUNTIES TITLE GUARANTY COM-
PANY (formerly BAY COUNTIES ES-

CROW COMPANY), Petitioner,

vs.

COMMISSIONER OF INTERNAL REVENUE,
Respondent,

PETITION FOR REVIEW BY THE UNITED
STATES COURT OF APPEALS FOR THE
NINTH CIRCUIT

Now Comes the above named petitioner by its

attorneys, Peart, Baraty and Hassard and Kenneth

S. Carey, and petitions the United States Court of

Appeals for the Ninth Circuit to review the opin-

ion of the Tax Court of the United States rendered
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and entered on April 12, 1960 ordering and deciding

that there are deficiencies in petitioner's federal

income taxes for the calendar years 1952, 1953 and

1954 of $2,068.80, $2,574.30 and $1,924.71 respec-

tively.

I.

This petition for review is filed pursuant to the

provisions of Sections 7482 and 7483 of the Internal

Revenue Code of 1954.

The petitioner is Bay Counties Title Guaranty

Company, a California corporation.

Said petitioner filed its federal income tax re-

turns for the calendar years in question with the

District Director of Internal Revenue, San Fran-

cisco, California. Jurisdiction is vested in the

United States Court of Appeals for the Ninth Cir-

cuit pursuant to Section 7482(b)(1) of the Internal

Revenue Code of 1954.

II.

Nature of the Controversy

:

The controversy involves the proper determina-

tion of petitioner's federal income taxes for the

calendar years 1952, 1953 and 1954. During the

years 1952-1954 petitioner purchased many prelim-

inary title reports, or copies of title insurance poli-
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cies. In 1952 petitioner paid $6,896.00 for such re-

ports or policies, in 1953 $8,581.00 and in 1954

$7,534.00. Each report or policy was immediately

filed and incorporated in petitioner's plant in much

the same manner as any other item of information

relating to title. Petitioner claimed the sums ex-

pended in the years in question as ordinary and

necessary expenses of doing business. The Commis-

sioner disallowed such deductions on the ground

that they were capital expenditures. The Tax Court

sustained the Commissioner on this contention.

III.

Taxpayer being aggrieved by the findings of fact

and conclusions of law contained in said findings

and opinion of the Tax Court, and by its decision

entered pursuant thereto, desires to obtain a review

thereof by the United States Court of Appeals,

Ninth Circuit.

IV.

Petitioner assigns as errors the following findings

and conclusions of the Tax Court of the United

States:

(a) Tli at the preliminary title reports and old

title policies purchased by the petitioner in each

taxable year had a useful life beyond the year of

purchase which extended until such years as pcti-
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tioner might make use of them in its own up-to-

date title abstracts relating to the same pieces of

property in connection with future transactions

dealing with them.

(b) That the future time of use in petitioner's

business was problematic and indefinite depending

upon when, as, and if the petitioner might be called

upon to make abstracts of title to the same pieces

of property.

(c) That the old preliminary title reports and

old title policies constituted additions and better-

ments to petitioner's title plant, and the expendi-

ture for them was a non-deductible capital expense.

(d) That the expenditures were not current main-

tenance expenses within the category of ordinary

and necessary business expenses.

Dated: June 30, 1960.

PEART, BARATY & HASSARD,

/&/ By JOSEPH S. ROGERS,
/s/ KENNETH S. CAREY,

Attorneys for Petitioner.

Affidavit of Service by Mail Attached.

[Endorsed] : T.C.U.S. Filed July 5, 1960.
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[Title of Tax Court and Cause.]

CERTIFICATE

I, Howard P. Locke, Clerk of the Tax Court of

the United States, do hereby certify that the docu-

ments submitted under this certificate, 1 to 29, in-

clusive, as called for by the designation, are the

original documents of record on file in my office

(excepting the original exhibits which are sepa-

rately certified), and a true copy of the docket en-

tries as they appear in the official docket of my
office, in the case docketed at the above number in

which the petitioner in this Court has filed a peti-

tion for review.

In testimony whereof, I hereunto set my hand

and affix the seal of the Tax Court of the United

States, at Washington, in the District of Columbia,

this 3rd day of August, 1960.

[Seal] /&/ HOWARD P. LOCKE,

Clerk of the Court.
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The Tax Court of the United States

Docket No. 63623

In the Matter of:

BAY COUNTIES TITLE GUARANTY COM-
PANY, Petitioner,

vs.

COMMISSIONER OP INTERNAL REVENUE,
Respondent.

TRANSCRIPT OF PROCEEDINGS

Customs Courtroom

421 U. S. Appraisers Building

630 Sansome Street

San Francisco, California

Wednesday, October 8, 1958

The above-entitled matter came on for hearing,

pursuant to notice, at 10:00 o'clock a.m.

Before: The Honorable Marion J. Harron.

Appearances: Kenneth S. Carey and Joseph S.

Rogers, 111 Sutter Street, San Francisco, Califor-

nia, on behalf of the Petitioner. Edward H. Boyle

and Joseph D. Holmes, Jr., (Honorable Arch M.

Cantrall, Chief Counsel, Internal Revenue Service),

on behalf of the Respondent. [1]*

* Page numbers appearing at top of page of original Reporter's

Transcript of Record.
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The Clerk: Docket No. 63623, Bay Counties Title

Guaranty Company.

Mr. Carey: Ready.

The Clerk: Will counsel please state your ap-

pearances for the record?

Mr. Carey: Kenneth S. Carey and Joseph S.

Rogers for the Petitioner.

Mr. Boyle: Edward H. Boyle and Joseph D.

Holmes, Jr., for the Respondent.

The Court: You may proceed, Mr. Carey.

Opening Statement on Behalf of Petitioner

Mr. Carey: If the Court please, this case in-

volves three separate years but the issue or issues

involved in each year are identical. In each of 1952,

1953, and 1954, the Petitioner here purchased from

various real estate brokers in the City and County

of San Francisco preliminary title reports and/or

title insurance policies to be used by the Petitioner

in its title plant as an aid to searching title. These

purchases were made in cash, that is, currency.

They totaled in 1952, $6,896.00. In 1953 there was

$8,581.00, and in 1954, $7,534.00.

Bay Counties Title Guaranty Company was or-

ganized in 1946. It actually commenced business

in 1947, early in 1947. During the period from 1947

to January 1, 1952, [3] Bay Counties capitalized

all of their abstracting, all of their title informa-

tion. This is a five-year period. The practice in the
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industry is that after a title company lias been in

active business for five or more years, they are

deemed to have a sufficient plant for efficient prepa-

ration of title searches for efficient management of

their title business. During this five-year period at

least, and probably in excess of, $25,000 was ex-

pended by the Bay Coimties Title Guaranty Com-

pany to bring their title plant to a peak of effi-

ciency.

Now, during this period a number of these pre-

liminary reports and title insurance policies were

purchased also and the costs of these were capital-

ized during this period. Beginning in 1952 the costs

of searches, the costs of the daily abstracts, and

so forth, were expensed and charged to current op-

erating expenses and so also were the sums here

involved.

Now, as I understand, and as I see this case,

there are two issues involved and only two issues

and they are common to all three years. No. 1:

Should these expenditures be capitalized, and No.

2: "Were these expenditures disguised payments of

commissions through real estate brokers, violative

of the Insurance Code of the State of California.

As I understand this case, it resolves itself into

those two issues.

The Court-: Does the Government concede that

if these payments are payments for the legitimate

acquisition of copies of title policies or other in-

formation relating to titles, that [4] they can be

expensed *?
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Mr. Boyle: No, your Honor. We say that those

are capital in nature. Do you wish me

The Court: Well, if the expenses were not ex-

actly what they should be, what is your view about

them? They cannot be capitalized either?

Mr. Boyle: Well, we believe the evidence will

show that actually they were not purchasing any-

thing.

The Court: What is the answer to my other

question ?

Mr. Boyle: If they were purchasing something,

we think then that the expenditures should be capi-

talized, that they were not expense items and this

was a part of the plant.

The Court: I think you didn't get the point of

my second question.

Mr. Boyle: I am sorry.

The Court: From reading the pleadings it ap-

pears that the agent has taken the view that these

particular payments in each of the taxable years

were refunds to brokers and such refunds to bro-

kers violate either a statute here or a code provi-

sion or something. Now, supposing the evidence

showed that these: payments were some sort of re-

bate. What is your position about the item then as

an expense?

Mr. Boyle: That it is not allowable because

The Court: Allowable as what?
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Mr. Boyle : It is not a deductible item because it

[5] is in violation of public policy.

The Court: That would be in case they could

take a deduction at all. What about capitalizing the

item ?

Mr. Boyle: If they were not really buying any-

thing and these were pure and simple rebates, as

I assumed your question to be, there would be no

question of capitalization. It would just be a pay-

ment in a year to a real estate broker. They could

not advance under any theory of capitalization

there.

The Court : Without taking too much time, what

is your view about these payments? What does the

Government contend the payments are?

Mr. Boyle: First that they were just rebates or

kickbacks.

The Court: Enlarge on that. Why do you think

they were rebates?

Opening Statement on Behalf of Respondent

Mr. Boyle: This company incorporated in 1946.

It commenced business in 1947 and in those early

years it made these payments to these real estate

brokers without regard to these so-called title

policies.

The Court: What for?

Mr. Boyle: To get business. See, they are just

a brand new starting corporation and to compete
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with the big title companies they had to bring in

business. One means of [6] doing it was to pay the

brokers to bring the business to them.

The Court.: What kind of brokers'?

Mr. Boyle : Real estate brokers and agents. Now,

if the real estate broker came along with the busi-

ness and had some kind of a preliminary report

or title policy on the policy involved in the trans-

action that he was bringing into this title company,

they would be happy to have that, too, but they

were not paying for it. They were paying him 10

per cent of the escrow fee and the total title policy

together to bring the business.

Now, in 1949 the big four companies here, Cali-

fornia Pacific Title and the other big three, put

law into the State Code to prevent this. Well, this

corporation apparently did not feel, and the others

did not feel, that it had enough teeth so they didn't

pay any attention to it. In 1951 the big four did

put in provisions which did have teeth and it is

still present in the California Insurance Code. At

that time they acquired the idea from a title com-

pany down in San Mateo that maybe they could

get around this by buying these policies and at that

time they started doing this.

Now, however, they still pay on a percentage of

the escrow fee alone and they will take, under their

theory of the case, any title policy or any prelimi-

nary title report. That is, it does not have to relate

to the property that is in the business at hand. It
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can relate to anything and they [7] will buy dupli-

cations, get two things on the same property. They

have no means of assembling it or identifying it

or screening it and they can't even tell today what

they did buy. All they can say is they bought

something, so we think that they were still basically

trying to bring in the business by just making pay-

ments to the real estate brokers. But we say sec-

ondly that if the Court should find that they started

buying something in 1952, what they were buying

is still a part of their total plant and must be capi-

talized because they have not got starters on all the

property in San Francisco. Some of the starters

—

by "starter" I mean a preliminary title report or a

title policy issued by some other company—may
date back 10 or 15 years or it may be more recent,

but what they say it enables them to do is to ab-

stract the title only part of the way and therefore

they will rely on someone else's search prior to that.

You see, this corporation does abstract. But it

does not issue insurance. It just recommends and

another company actually issues the insurance', but

we say that the evidence will indicate that what

they were doing in our years was the same thing

as in former years, in other words, bringing in

business.

The Court: What is the statutory provision to

which you have reference?

Mr. Boyle: Section 12404 of the Insurance Code.

It speaks of prohibited commissions. [8]

"No title insurer, no controlled escrow company,

and no underwritten title company shall pay to any
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person who is acting as agent, representative, at-

torney, or employee of the owner, lessee, mortgagee

or of the prospective owner, lessee or mortgagee of

the real property or any interest therein, either

directly or indirectly, any commission, or any part

of its fees or charges or any other consideration

as an inducement for or as compensation on any

title insurance business or any escrow or other title

business in connection with which a title policy is

issued."

Nov;, there is a criminal penalty, too, for viola-

tion. That is Section 12409, in case there is an un-

lawful rebate.

The Court: What is this section, Section 12404?

Mr. Boyle: Yes, 12404.

Mr. Carey: Of the Insurance Code?

Mr. Boyle : Yes, of the Insurance Code of Cali-

fornia.

The Court: And you say this Petitioner is an

underwritten title company?

Mr. Boyle: Yes, it is.

The Court: Spell that.

Mr. Boyle: Underwritten, u-n-d-e-r-w-r-i-t-t-e-n.

The Court : Title company ?

Mr. Boyle: Title company.

The Court: What is an underwritten title com-

pany, Mr. Carey? [9]

Mr. Carey: If the Court please, that is a com-

pany that has facilities for making sure of the

state of the record title and whether the record

title is the proper title, but does not itself issue

any title insurance. It will provide the escrow
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services but another company of whom this com-

pany is an agent actually issues the title insurance

policy. In every transaction involving title insur-

ance there are two separate and distinct services

provided. There is the escrow service and the title

insurance service. Now, the title company or under-

written title company provides the escrow service

and in effect guarantees the title, hut the actual

insurance is written and issued by another com-

pany.

The Court: What is the name of the company

you work with?

Mr. Carey: Bay Counties Title Guaranty Com-

pany.

The Court: I think we might be able to dispose

of one matter if I ask this question.

Does the Petitioner know to whom the various

payments were made in each of the taxable years

which aggregate the totals we have before us?

Mr. Carey : Yes, your Honor, we do.

The Court: How many payments are involved?

Mr. Carey: There are quite a number of pay-

ments, if the Court please. Our records show those

but there would be probably 20 or 30 payments in

a year, or more. [10]

The Court: Have you had those listed? Are

they typed out ?

Mr. Carey: No, your Honor, they are not.

Mr. Boyle: If your Honor please, we would re-

quest permission to be able to see their books now.

We might save some time. We have not been able

to obtain those books and if we can
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The Court: Mr. Carey, I can't take the time to

get that sort of detail by the interrogation method.

Mr. Carey: I understand that.

The Court: Now, you know what the payments

were and to whom they were made in each year?

Mr. Carey: Yes, ma'am.

The Court: And after all, one question that has

to be decided is: What were these payments'?

Mr. Carey : That is correct.

The Court; : Unless I can identify individual pay-

ments I can't answer the question. I can't decide

the question as to what each payment was for. That

is perfectly obvious. But perhaps I should mention

it because you might think that I would deal with

the matter in a general way. No. I will want to

know about each payment-

Mr. Carey : If the Court please

The Court : We are dealing with individual pay-

ments. Some might be all right and some might

not. The only way I can [11] decide that question

is to know about each individual payment.

Well, we are not going to take the time to locate

each individual payment and the amount of each

payment through the system of interrogation. That

would take too long. So I want a typed list of the

payee, the date of the payment, the amount of the

payment and the total of all the payments, and

anything else-—why the payment was made, what-

ever else you have to identify the item.

Now, if you then wish to examine some witnesses

about that material, at least I have the material

in collected form to use for the purposes of finding
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some fact in the ease. Now, when can you get that?

Mr. Carey: I think that we can lodge it with

the Court—

—

The Court: It doesn't have to be typed now. If

someone will take a pad and pencil and write it

up, if you have that.

Now, on the matter of the request of Respondent

to look at some material, I don't know what you

think about that. Have you stipulated any facts?

Mr. Carey: Yes, your Honor. We were going

to lodge those with the Court at this time. The

Articles of Incorporation of

The Court : Let me see these.

Mr. Carey: of the Petitioner. The United

States [12] would like leave to make copies of

that, so

Mr. Boyle: May I interject at this point, your

Honor, with regard to what they are going to pro-

vide in the way of listing these payments?

The Court: Yes.

Mr. Boyle: First of all, the stipulation of facts

is only general and will help very little.

The Court: That is not unusual.

Mr. Boyle: What the Respondent would like,

first of all, there are two books of record. The first

shows checks drawn to cash or to Mr. Rolls, the

President of the corporation. We w^ould like those

checks, that is, the amount and the date, because

it will be admitted that Mr. Rolls cashed those

checks and took the currency and paid the real

estate brokers in currency.
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The Court: Is Mr. Rolls going to be one of your

witnesses?

Mr. Carey: Yes.

The Court: How many witnesses are you going

to have, Mr. Carey?

Mr. Carey : We are going to have four witnesses.

The Court: I understand your suggestion. Now,

what is your next suggestion?

Mr. Boyle: The next suggestion relates to the

specific point that you were talking to Mr. Carey

about. The [13] next record is called a daily ledger

and that will show the names of the real estate

brokers. It will show two columns of figures, the

first being the escrow fee handled by that particu-

lar broker and the second column will be the

amount paid the broker, so we would like not only

the amount paid the broker but also that other

column of figures, the total escrow fee, to show

—

to show the comparison or the relationship between

the payments and that fee.

The Court: To see if there is a uniformity?

Mr. Boyle: Yes, a percentage applied.

The Court: I suppose the Petitioner would

rather not provide you with that information. Did

you subpoena it?

Mr. Boyle: Yes, we have. They are here and we

can put it in the hard way. We have not been able

to look at it.

The Court: I am going to cut through this right

now in this way. We will call Mr. Rolls to the

stand right now and we will also ask the Petitioner

to produce those books right now.
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Now, if those records have been subpoenaed, pro-

duce them, please.

Mr. Carey: They are here. I take it the United

States is calling Mr. Rolls to the stand ?

The Court: I don't know. We just called him,

the Commissioner or the Respondent here. You
don't have to refer [14] to the Respondent here as

the United States. The title of this is Bay Counties

Title Guaranty Company against Commissioner.

Mr. Gary: The point I am making

The Court: If you want to call Mr. Rolls, call

him. If Mr. Boyle wants him he can call him.

Mr. Boyle: I would rather do so when our case

comes on.

The Court: Now, I am going to—now, I assume

that we know and can delay until later some of

the background questions that would be asked. Now,

the nub and the heart of one of these issues is

simply: What were these payments? To whom were

they made and why? Now, let's get at that right

away because we were here all day yesterday hear-

ing a so-called three-hour case.

Now, I have allowed most of today for this and

maybe we can finish it this morning.

Mr. Boyle: If your Honor please, I would re-

quest that they go in the proper order. If on the

other hand, you wish otherwise, we will be happy

to proceed.

The Court : I want to proceed this way. Call Mr.

Rolls.
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Mr. Boyle: For me to call him?

The Court: Yes, you call him.

Mr. Boyle: Mr. Rolls, will you take the stand'?

Whereupon, [15]

JACK M. ROLLS
was called as a witness on behalf of the Respond-

ent and, having been first duly sworn, testified as

follows

:

The Clerk : State your name and address for the

record.

The Witness: My name is Jack M. Rolls, 135

Hayes Street.

The Court : I will ask Mr. Rolls a few questions.

Mr. Rolls, be seated, please.

What is your position in the business of the tax-

payer here?

The Witness: I am the President of the com-

pany, your Honor.

The Court: Are you in charge of the regular

records of this concern?

The Witness: Yes.

The Court: Now, one of the questions here is:

For what were these payments made? And the

Court, in order to save time—you have heard me
say this. I want to find out what the details were.

Now, I would like to get at that right away and

then revert to the usual order because it may be

necessary for you to ask someone to write up some-

thing or make a detailed schedule. Will you pro-
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(Testimony of Jack M. Rolls.)

duce your books and records showing-—I guess it

would be your daily ledger—showing the payments

of the escrow fees and the other amounts [16] paid

to brokers during the years 1952, 1953 and 1954,

which give rise to the problem in this case.

Also, Mr. Boyle, let me have the income tax

returns of the taxpayer, the stipulation of facts as

received. There is one exhibit attached which is

Articles of Incorporation. That is received. Now,

is the Articles of Incorporation supposed to be a

taxpayer's exhibit or a government exhibit?

Mr. Boyle: 1-A, your Honor.

The Court: It is just referred to as A in the

Stipulation of Facts.

Mr. Boyle: I just signed this this morning. Ex-

hibit 1-A is all right or it could be A but it is at-

tached to the stipulation so it should be 1-A.

The Court,: All right, The Certificate of Incor-

poration is received as Joint Exhibit 1-A in evi-

dence and 1-A may be withdrawn and a copy sub-

stituted, whatever copy you want to make.

(Respondent - Petitioner's Exhibit No. 1-A

was marked for identification and received in

evidence.)

The Court: The Respondent has produced the

returns for 1952, 1953 and 1954 and these are

received as Exhibit B, the return for 1952, Exhibit

C, the return for 1953, and Exhibit D, the return

for 1954, with leave to withdraw and substitute

photostatic copies as is usually done.
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(Respondent's Exhibits B, C, and [17] D,

were marked for identification and received

in evidence.)

The Court: Now, did the taxpayer deduct in

these returns these particular items as separate

deductions or did the agent cull them out of some

other deduction in his examination?

Mr. Carey: They were deducted as separate de-

ductions, that is, under a separate category.

The Witness : Excuse me, I don't think that they

were. They were grouped as a total advertising

expense.

The Court: They were included in advertising

expense ?

The Witness: Yes.

The Court: That is what seems to be said in the

Petition. That's right. Well, then, when you have

marked those returns I want them back.

Do you know enough about these returns to find

out where the advertising expense is in which these

amounts might have been included or would your

books show it better?

Mr. Boyle: Do you care for me to supply any

information on that point?

The Court: Yes.

Mr. Boyle : They will not show it. They are lost

in the total of advertising. There would be no

way to pick these amounts out.

The Witness: That's what I was getting at. [18]

The Court : What did they deduct for advertising

in each of these years?

Mr. Boyle: What we are talking about here,
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these payments made to real estate brokers. That

is part of the advertising, the only thing,

The Court : All right. I can pass it over.

The 1952 return shows a deduction for advertis-

ing expense in the amount of $7,195.83. Now, ap-

parently there was included in that figure $6,896,00.

Mr. Boyle: That is correct.

The Court: Well, now, you see why I want to

know the figures because the item that is being

questioned constitutes most of what is deducted as

advertising. That's why I want the figures. It's not

too much lost in that. In 1953 Mr. Rolls points

out that the deduction for advertising and enter-

tainment is thrown together. It is $12,236.62, and

of that amount $8,581.00 is being questioned. Then

in the return for 1954 they deducted as advertising

and entertainment $12,755.19 and of that $7,534.00

is being questioned.

Now, Mr. Boyle, what is it that you want to see

before we go ahead? Do you want to see some

of their accounting records?

Mr. Boyle: No, we want to put into evidence

what those accounting records show.

The Court: What do the accounting records

show? [19] Your agent has been over them.

Mr. Boyle: That was three or four or five years

ago, if your Honor please. We would like to show

the manner of payment. There is no question, I

take it, that Mr. Rolls will state that he made these

payments to these real estate brokers in currency.

Mr. Carey: So stipulated in the stipulation.



Commissioner of Internal Revenue 69

(Testimony of Jack M. Rolls.)

Mr. Boyle: That is correct, so stipulated, and

we want to show how the currency got into Mr.

Rolls' hand. That is, a check drawn by the cor-

poration which Mr. Rolls cashed and then took the

currency.

The Court: That would all have to do with

method. I suppose you could call Mr. Rolls as your

witness or you could cross-examine him about that.

Now, I want to try to save some time. What does

your revenue agent's report show? Why should we

have to do over again what your revenue agent has

done once?

Mr. Boyle: If Mr. Rolls will admit what I have

just said, we can eliminate that particular record.

If Mr. Rolls will

The Court: All right. I don't know what he is

talking about, but if you get some records I am
not going to put them in evidence at this time. I

don't want to jeopardize your case at all. I just

want to try to save some time and find out where

we are going. Then I will see that we proceed [20]

properly.

Just step down, please, and go over to the -counsel

table with those ledger sheets. Let's see what Mr.

Boyle is getting at.

Now, Mr. Boyle, what do you want? There are

the ledger sheets.

Mr. Boyle : I will have to take a few minutes to

have the revenue agent look at this. I have never

seen it.

The Court: Where is your revenue agent? Move

over, please.



70 Bay Counties Title Guaranty Co. vs.

(Testimony of Jack M. Rolls.)

Are you Mr. Holmes?

Mr. Holmes : Yes, your Honor.

The Court: All right. Move over to that other

chair, please. Let the revenue agent sit down there.

Don't be concerned, Mr. Carey. We will get back

to our usual procedure in a few minutes.

What is the revenue agent's name ?

Mr. Boyle: Mr. James Compton.

The Court: Mr. Compton, do you have your re-

port with you this morning?

Mr. Compton: Mr. Boyle has it.

The Court: Mr. Boyle has the report. We
shouldn't have to go over this, all over again. What
are you going to look for? Are you going to look

for specific items of payment? Let's find out what

you are trying to get at. [21]

The Witness: Your Honor, I could point them

out. I know where they are.

The Court: The Petitioner admits that these

payments were made in cash, apparently, and the

books show the payments. Under what account

were these payments entered?

The Witness: Listed under advertising.

The Court: They were listed under advertising

and what do you want, Mr. Boyle? Do you want

to spot them in the

Mr. Boyle: What I thought, I would if I could

see the books we would have picked these items out

and introduced these sheets in evidence. If the

Court does not wish for us to go through that, with

this particular record, it just shows amounts drawn

to either cash or Mr. Rolls or to
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The Witness : Not to me.

Mr. Boyle: But in any event the checks were

then cashed by Mr. Rolls, the cash taken and used

to pay real estate brokers in these years involved.

The Court: I think all that you would find

would be something like this : This is an account in

the book under the caption of advertising expense,

and Mr. Rolls has a check drawn to cash and

cashes the check. The check is in the amount of

$535. Now, an expenditure of $535 is debited to

this account. That is all.

Mr. Carey : I think you will find more than that.

The Court : What else are you going to find %

Mr. Carey : You are going to find in each instance

that the check notation is "cost of reports."

The Court: In the explanation?

Mr. Carey: In the explanation.

The Court: Let's see. Those are ledger sheets.

There has to be reference to a journal, then.

The Witness: No, they are direct daily entry.

The Court: This sort of inquiry is what I have

in mind when I say just give me a typed list of

these items. Then nobody has to look through the

pages to find them.

Mr. Carey: We will provide that, your Honor.

We will provide from the ledger sheets the entry

in each instance and we will provide a summary of

it in typed form.

The Court: There is no harm in taking a recess

for a minute, now that Mr. Boyle for some reason

wants to look at those ledger sheets.
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The Witness: Your Honor, I was thinking per-

haps we could photograph or have copies made of

these sheets, these pages which are the records.

The Court: I haven't the time. My time is so

short, Mr. Rolls, that I really don't have the time

to take 20 ledger sheets—if you took 20 ledger

sheets and put a red mark opposite an entry and

said, "Well, now, there it is." I wouldn't have the

time to look at the 20 sheets and find the [23] 20

red dots, because we have to write findings of fact

and I would have to take—it's raw material, and I

would have to take it and make up a table and have

it typed and I don't want to have to do that. You
make up the table and have it typed.

Mr. Carey: We will do that, your Honor.

The Court : We want to know what expenditures

total $6,895.00 and the facts about them. If every

one of those items was credited or debited to some

particular account, I want it written out, but I will

not take the time to put together all the details

from your books. In other words, when you get

to this point the Tax Court is going audit nothing.

The revenue agents audit things and whoever is pre-

paring the case can make summaries and present

them to the Court, but the Court has no time to

make up tables, schedules, or anything else.

I will give you a few minutes to check whatever

you want to there and then we will get back to the

usual order of business.

(Short recess.)
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The Court: Mr. Carey, when the taxpayer re-

ceived the—I suppose it was a 30-day letter, you

had a conference with the agent here?

Mr. Carey: Yes, we did.

The Court: I suppose you found out how these

totals [24] of additions to income were arrived at,

the total amount for each year?

Mr. Carey: Yes.

The Court : Now, we have seen during the recess

a work sheet of the agent. It was in the nature

of a work sheet. He has taken some of the tax-

payer's records and put some red figures on them.

Mr. Boyle: Those were the taxpayer's records.

They are his records.

The Court : Well, they are the taxpayer's records

but in a sense they have become a work sheet of the

agent because the agent put some red figures on

them.

Mr. Boyle: No, your Honor, no figures on there

were put on by the agent. Those were all records

kept by the Petitioner in this case.

The Court: All right. Then, they are the tax-

payer's notations on his own records. Now, the

agent must have totaled some figures because he

comes out with additions to income in each of the

taxable years of a certain amount. Where are the

agent's work papers?

Mr. Boyle: If your Honor please, the agent in

auditing those records you refer to took all the

payments to real estate brokers and disallowed

them. The only record the agent made for his own
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purpose, lie took over a period of three months

in those three years enough down so that he could

[25] write his report and therefore state that the

amount paid the real estate broker totaled 25 per-

cent of the escrow fee, but no memorandum of the

agent is here or has been shown to the Court or any-

thing yet. Those are all the records of the Peti-

tioner that we were looking at.

The Court: So you intend to, during the trial

of the case, bring this before the Court and your

method would be to ask the taxpayer to produce

these accounting records, offer in evidence the ac-

counting records themselves, withdraw them and

have them photostated, then ask the Court to audit

them and find out if $6,896.00 equal a certain per-

centage of something else, and I won't do it.

Mr. Boyle: If your Honor please, I don't think

that will be necessary, if we put them in evidence.

I think in our briefs

The Court: I won't wait to have things done in

briefs.

Mr. Boyle: There will not be any dispute

The Court: There may be and I will not wait to

have that sort of thing done in briefs. Do it during

the trial of the case and then you can put in your

brief what has been put into your record of the

trial of the case.

Mr. Carey, how much of this do you admit, be-

cause this ought to be a fairly cut and dried matter.

There were payments made to brokers. They may
have been perfectly normal [26] legitimate pay-

ments.
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Mr. Carey: There were payments made to brok-

ers. There is no question about it.

The Court: And they were, you agree, do you,

that there were payments made to brokers in the

total amounts for each of these years that have

been added to the taxable income?

Mr. Carey: Yes, that is stipulated.

The Court: That you agree to?

Mr. Carey: Yes, ma'am.

The Court: And you also agree that these were

charged to advertising expense on the books?

Mr. Carey: For the most part.

The Court: For purposes of this case, I suppose

we can say that they were?

Mr. Carey: Yes, your Honor.

The Court: You agree as to the method that

was used in making these particular payments to

brokers, that they were all made in cash?

Mr. Carey: Yes, your Honor.

The Court: But we don't have the breakdown

of any of these amounts. We don't know who the

brokers were, we don't know what they are doing,

we don't know why you were making the payments ?

Mr. Carey: That is correct. [27]

The Court: And we can take a lot of time to

make a record on that sort of detail and I propose

that we do that without taking a lot of time and

without doing it in detail. Now, it's up to you to

figure out how to do it and it will have to be done

during the trial of the case and not on briefs.

Mr. Boyle: I have this suggestion: If we were
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allowed to put those records in evidence, and then

by Friday before the Court leaves, the parties will

type up the material information on those sheets

and then submit that as a typewritten summary.

The Court: You will get to the time for putting

in evidence as we proceed. I don't know whether

you want to put them in now or not. It would seem

to be out of order. I think the best thing for us

to do is to let the matter alone for the present

time. I have indicated what I will have to have.

Petitioner has his own plan of going ahead and so

I think we better let you go ahead, Mr. Carey, in

the usual way.

Mr. Carey : I would like to call Mr. E. A. Smith,

please.

Whereupon,

ELIAS W. SMITH
was called as a witness on behalf of the Petitioner

and, having been first duly sworn, testified as fol-

lows: [28]

The Clerk : State your name and address for the

record.

The Witness: Ellas W. Smith, 408 South Spring

Street, Los Angeles, California.

Direct Examination

Q. (By Mr. Carey) : What is your occupation,

Mr. Smith?

A. I am in the title insurance business.

Q. By what company are you employed?
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A. Pacific Coast Title Insurance Company.

Q. What position do you hold?

A. I am Secretary-Treasurer.

Q. How long have you held such position?

A. Since February of 1950.

Q. How long have you been in the title busi-

ness? A. Ten years.

Q. Are you familiar with title practices of title

companies and underwritten title companies, gen-

erally, in California? A. Yes, I am.

Q. It is correct, is it not, Mr. Smith, that the

Petitioner in this case is an agency of your com-

pany? A. That's correct.

The Court : Explain that. In what way ? What
is the Pacific Coast Title Company? [29]

The Witness : We are the underwriting company,

your Honor.

The Court: What is the business of the Pacific-

Coast—what is the full name of the company?

The Witness: Title Insurance Company.

The Court: What is your business?

The Witness: Issuing title insurance policies,

insuring on titles.

The Court : All right. You say you have agents ?

The Witness: Yes.

The Court: And this taxpayer is an agent of

your company in this area, is that right?

The Witness: Yes, that is true.

The Court : What is the scope of the agency? In

what way is this company an agent?
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The Witness: They have the exclusive agency

of issuing our policies in the San Francisco County.

The Court: All right. Then, if a purchaser and

seller of real estate comes to them they provide the

escrow service, is that right ?

The Witness: They conduct the title search and

examination and request us to issue our i:>oliey of

title insurance.

There is an Assistant Secretary of ours within

that company to issue that policy. [30]

The Court: What is his name?

The Witness: Mr. Rolls.

The Court: Are any of your records available

for that title search?

The Witness: The records for the search and

examination are in the offices of Bay Counties Title

Guaranty.

The Court : They are a new company. They have

been building up a business here ?

The Witness: Yes.

The Court: Do you maintain title records?

The Witness : Oh, yes, we do.

The Court: Does Mr. Rolls use some of your

title records?

The Witness: No. The records for San Fran-

cisco County are retained in San Francisco.

The Court: Those records then that are re-

tained in the office of Bay Counties Title Company,

were some of those records obtained from your

organization ?

The Witness: No, ma'am.
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The Court: In the first instance?

The Witness: No.

The Court : How long has Pacific Coast Title In-

surance Company been in existence?

The Witness: Since 1944.

The Court : So you are a new company here ? [31]

The Witness: Yes, we are.

The Court : Go ahead.

Q. (By Mr. Carey) : From your experience and

knowledge of the title business in California, Mr.

Smith, is it a common practice for title companies

to purchase preliminary reports or copies of title

insurance policies ? A. It is.

The Court: Who do you purchase them from?

Q. (By Mr. Carey) : Prom whom are they pur-

chased, Mr. Smith?

A. Realtors, escrow companies.

Q. Wherever they can be obtained?

A. Wherever they can be obtained.

Mr. Boyle: I would like to take this witness on

voir dire. He is apparently trying to qualify him

as a man qualified to talk about custom.

The Court: Objection overruled.

Q. (By Mr. Carey) : Do you know of specific

instances where this is done or was done in the

years 1952 to 1954, other than Bay Counties?

A. Yes, I do.

Q. And it is done today?

A. That is correct. [32]

Q. Would you tell the Court of those instances

that you know about?
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A. I merely know of other companies which

have purchased title starters from people we have

mentioned here.

The Court: You used the term "title starters."

What is a title starter?

The Witness : That would be the preliminary re-

ports and policies.

Mr. Boyle : I ask that that answer be stricken as

hearsay based on hearing from someone else, not of

his own personal knowledge.

The Witness: I know it of my personal knowl-

edge.

The Court : Do you know that ? All right.

Q. (By Mr. Carey) : Is it not a fact, Mr. Smith,

that when necessary the Pacific Coast Title buys

starters, as you call them, preliminary reports'?

A. When necessary, yes.

Q. Your records of your organization in Los

Angeles would show this fact, would it not?

A. Yes.

Mr. Boyle : I suggest you let the witness testify.

Mr. Carey: If you want to make an objection,

Mr. Boyle, all right. There are proper ways to

make an objection. [33]

Q. (By Mr. Carey) : Mr. Smith, has your com-

pany ever been audited by the Insurance Commis-

sion of the State of California?

A. Yes, they have.

Q. How recently?

A. The last audit was completed in July of last

year.
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Q. How frequently are they audited?

A. On an average of every three years. In our

case it was five, this last time.

Q. Did I understand your testimony correctly,

that your records would show purchase of these

preliminary reports? A. That is true.

Q. What agency is it that has jurisdiction over

title insurance companies and underwritten title

companies? A. The Insurance Department.

Q. Of the State of California?

A. Yes, California.

Q. What comment, if any, was made upon the

audit of your company concerning the preliminary

reports, the purchase of the preliminary reports ?

A. None whatever. They—may I correct that?

They did see where they had been purchased and

they asked what this was. It was discussed. There

was no objection raised by the department.

Q. To your knowledge, have any charges ever

been placed against any title insurance company

by the Insurance [34] Commissioner because of

practices such as you have described?

A. Not to my knowledge.

Q. Do you know of any charges ever having

been placed against the Petitioner in this case be-

cause of these practices?

A. Not to my knowledge.

Q. Mr. Smith, does your company underwrite

several title companies in the State of California.

A. We do.

Q. How many? A. Ten.
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Q. Other than Bay Counties or including Bay
Counties? A. Including Bay Counties.

Q. And these companies, Mr. Smith, you are

somewhat familiar with? A. I am.

Q. Do they follow similar practices of buying

preliminary reports and title insurance policies

when the occasion demands?

A. When necessary, yes.

Q. So that would you say this is a common prac-

tice? A. Yes, it is.

Q. Now, suppose, Mr. Smith, that there were an

arrangement whereby in a given area—let's say the

City and County of San Francisco as the supposi-

tive area—that there were, let's say, five title insur-

ance companies and of the five title insurance com-

panies, four of them got together [35] and they had

an agreement which was something like this: Let's

say Company A, having a transaction on which it

was requested to issue title insurance, in examining

the record found that two or three years or five

years ago, Insurance Company B had handled a

transaction involving that property.

Now, upon request Company B would furnish

Company A with a copy of its title insurance policy

and a letter of indemnity insuring Company A
against any loss sustained by any defects of title

not excepted in the policy.

Would this put the person or the company which

was not a member of that group to a competitive

disadvantage? A. Very definitely, it would.
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Q. In what way, Mr. Smith?

A. By the exchange of these policies with these

other companies that you mentioned, it would save

them considerable money in the production of their

own policy.

Q. How do you mean, save them money?

A. As far as searching the records.

Q. In their title search it would save a great

deal of money?

A. In the title search, yes.

Q. Do you know, Mr. Smith, whether there has

been any discussion in the title business concern-

ing the practice of buying title insurance policies

or preliminary reports from [36] real estate brok-

ers and whether that violates any provision of any

law or regulation of any agency in the State of

California ?

The Witness : Will you repeat the question?

(Question read.)

A. Not to my knowledge.

Q. (By Mr. Carey) : This question has never

been raised publicly, to your knowledge?

A. No.

Q. As Secretary-Treasurer of the Pacific Coast

Title Company, Mr. Smith, you are familiar with

the operating practices and procedures of the com-

panies who are agents for you ? A. Yes.

Q. May I ask you: Is it your function to be

sort of a watchdog over these people to maintain

the integrity of your company? A. Yes.
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Q. You are familiar with the fact that Peti-

tioner in this ease purchased title insurance policies

and preliminary reports from brokers?

A. Yes.

Q. You have examined the facts and the evidence

in the matter. Have you ever found any evidence

that Petitioner [37] in this case was making dis-

guised payments to real estate brokers? A. No.

Mr. Carey: That is all.

Cross Examination

Q. (By Mr. Boyle) : How old are you, Mr.

Smith? A. Thirty-five.

Q. When did you go to work for Pacific Coast

Title Insurance Company ?

A. Ten years ago.

Q. You were twenty-five then? A. Yes.

Q. Was that your first introduction to the busi-

ness?

A. To the title insurance business, yes.

Q. You have never worked for any other com-

pany? A. Yes. Not a title company.

Q. That is what I mean.

A. Yes, that is correct.

Q. No other title company. So in testifying

as to custom, you were testifying as to what the

Pacific Coast Title Insurance Company does, isn't

that correct?

A. I am testifying as to what employees who are

now employed with us have told me, as well as facts

I have found out on my own. [38]
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Q. What they told you, is that correct?

A. Yes.

Q. Whatever knowledge you have is what some-

one told you, unless it occurred during your employ

with Pacific Coast Title Insurance Company. Is

that correct? A. That's correct.

Q. So you are not in a position to talk about

the custom of anyone other than the Pacific Coast

Title Insurance Company unless you based your

conclusion on what someone told you. Is that right ?

A. That's correct.

Q. What documents exist that show the relation-

ship between the Petitioner and the Pacific Coast

Title Insurance Company?
Mr. Carey: I object to that on the ground that

it is immaterial to any issue before this Court and

we are going pretty far afield to show this.

The Court : What is the purpose of that question ?

Mr. Boyle : They are called an agent and I won-

dered what the relationship, if any, was and what

watchdog position he might hold, if any. I don't

know the relationship between these people. I was

wondering what that relationship might be. Now,

they have been called an agent.

The Court : Well, instead of asking for any docu-

ments, why don't you ask the questions? [39]

Mr. Boyle: I don't believe that this witness

would be qualified to answer. I would like to see the

instrument.

The Court: He is an officer of the corporation.

He ought to be qualified to answer.
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Mr. Boyle : Yes, your Honor.

Q. (By Mr. Boyle) : On what basis do you call

Petitioner here an agent of the Pacific Coast Title

Insurance Company ?

A. It's a contractual relationship.

Q. Contractual, is it in writing?

A. It is.

Q. Bo you have the contract with you ?

A. No, I do not.

Q. (By the Court) : Is "agent" the right word

or would "affiliate" be better?

A. I think probably either would be appropri-

ate.

Q. Does this taxpayer pay over any funds to

you? A. They do.

Q. What is the basis for their payment of

funds?

A. The payments of risk premium on the policy

issued.

Q. That is payment of a premium?

A. That's correct.

Q. Why do you call this concern an agent rather

than [40] affiliate? Does it sell anything for your

concern ?

A. Our title insurance policies.

Q. Do you regard it as making sales of your

title insurance policies? A. Yes.

Q. And in that respect, then, that is what you

mean by agent? A. Yes,

The Court: Go ahead.
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Q. (By Mr. Boyle) : Do you recall the hypo-

thetical question put to you by Mr. Carey regard-

ing five alleged organizations in San Francisco?

Would you repeat the material facts of that hypo-

thetical question on which you based your conclu-

sion?

A. Well, as I understand it, the other four com-

panies in San Francisco exchange policies of title

insurance. For example, as I recall, one company,

Company A, mil issue a policy of title insurance.

On a subsequent date an order will be placed

through another Company and the second company

can go to this first company and use their policy of

title insurance as a basis to begin their title search,

rather than searching the records from scratch.

The Court : A pays B something for that ?

The Witness: I don't know that. [41]

Q. (By Mr. Boyle) : On what do you base that

understanding?

Mr. Carey: I beg your pardon. I don't under-

stand that question. I object to it because the ques-

tion is confusing.

The Court : He means : How does he know that ?

Mr. Boyle: How do you know that to be so?

Mr. Carey: I object to the question. It was a

hypothetical question and he has not testified that

he knows that to be so. The hypothetical question

put to him was : Assuming that these facts were so,

would this put the fifth company to a competitive

disadvantage, and he said yes.

The Court : What are you going to do about your

hypothetical question, Mr. Carey?
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Mr. Carey: We will bring the evidence in, not

by this witness, but by other witnesses, that that

state of facts exists in the City and County of San

Francisco,

The Court: All right.

Mr. Boyle : That is all.

Redirect Examination

Q. (By Mr. Carey) : Mr. Smith, during your

tenure with the Pacific Coast Title Insurance Com-

pany, have you had occasion to meet with other ex-

ecutives of other title companies throughout the

State of California? A. Yes, I have. [42]

Q. And discuss title business with them?

A. Yes.

Q. As I recall your testimony, it was that you

had some ten agents such as the Petitioner in this

case throughout California? A. Yes, we have.

Q. So that your knowledge of the industry is

based upon discussions with people throughout the

industry, isn't that correct?

A. That's correct.

Q. Is Pacific Coast Title Insurance Company a

member of the American Title Association ?

A. Yes, we are.

Q. And as a member of that title association

Mr. Boyle: I object. He is far afield from his

direct, far beyond his direct examination.

The Court: Objection overruled.

Q. (By Mr. Carey) : As a member of the Amer-

ican Title Association, problems such as this are



Commissioner of Internal Revenue 89

(Testimony of Elias W. Smith.)

brought up and discussed in these meetings, is that

correct'? A. That's correct.

Q. So your knowledge of this business is not

based upon what some employee told you, but upon

problems discussed by members in the industry*?

A. Yes.

Mr. Carey : Thank you. That is all.

The Court : I believe that is all, thank you.

Mr. Carey: Unless Mr. Boyle would like to have

him remain, we would like to have Mr. Smith ex-

cused. He does not have to catch a plane immedi-

ately but he has a plane to catch late this afternoon.

Mr. Boyle: No objection. He can be excused.

The Court: You are excused. Thank you for ap-

pearing.

(Witness excused.)

Mr. Carey: I would like to call Mr. Dale

Farnow.

Whereupon,

DALE FARNOW
was called as a witness on behalf of the Petitioner

and, having been first duly sworn, testified as fol-

lows :

The Clerk : State your name and address for the

record.

The Witness: Dale Farnow, 2672 Ocean Avenue.

Direct Examination

Q. (By Mr. Carey) : What is your occupation?

A. Real estate.
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Q. How long have you been a real estate bro-

ker?

A. I have been in the business about 12 years.

I have been a broker about five years. [44]

Q. During the years 1952, 1953 and 1954, with

whom were you associated'?

A. 1952 I was Manager for Green and Kauf-

man. In 1953 and 1954 I was in business for myself.

Q. Who are Green and Kaufman?
A. Real estate brokers in San Francisco.

Q. During this 12-year period, have you been a

broker in the City and County of San Francisco

the entire period of time?

A. I was a licensee, not a broker that entire

time.

Q. But in San Francisco? A. Right.

Q. Do you have any other connection with the

real estate business, Mr. Farnow?

A. What do you mean ?

Q. Are you a lecturer in real estate at any

place? Do you do any lecturing?

A. Yes, I teach real estate practice at the Uni-

versity of California extension.

Q. How long have you been a lecturer at the

University of California School of Extension?

A. Just this semester.

Q. Now, do you, as a real estate broker or li-

censee, Mr. Farnow, obtain a preliminary report on

all transactions that you handle? [45]

A. Yes.

Q. This is a matter of routine?
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A. Right.

The Court: What do you mean by transaction?

Q. (By Mr. Carey) : By transaction, Mr. Far-

now, I mean any pending or proposed sale or ex-

change of real property in which you might be the

broker or the agent for either the seller or the

buyer.

It would be a routine thing for you to obtain a

preliminary title report, is that correct?

A. Yes.

The Court : I wish you wouldn't ask leading ques-

tions unless you have to. This man shouldn't have

to be led.

Q. (By Mr. Carey) : What does the preliminary

report show insofar as the state of title of the prop-

erty is concerned, Mr. Farnow?

A. Well, it shows the record title, the owner of

record, and the tax situation, the liens against the

property in the way of restrictions in the way of

loans, the obligations of the present owner.

The Court: From whom do you get such reports?

The Witness : From title insurance companies.

The Court : Do you refer to them as preliminary

reports? [46]

The Witness: Yes.

The Court: Suppose Smith is going to buy a

piece of improved property, a residence out in the

Ingleside area, from a man named Brown, and you

represent Smith. Smith is the buyer and Brown is

the seller.



92 Bay Counties Title Guaranty Co. vs.

(Testimony of Dale Farnow.)

Now, you want to be sure that Smith gets good

title, don't you?

The Witness : Yes.

The Court: So just describe the transaction. Tell

us what you do, what fees have to be paid, and all

of that.

Mr. Carey: May we add one fact to that, your

Honor?

The Court: All right.

Mr. Carey: Suppose you had also handled this

piece of property in a deal prior to this transac-

tion in question?

The Court: I don't want to assume that. I just

assume that he is a broker for Smith who is going

to buy a house from Brown. That is all I am going

to assume in my question.

We are interested in what you will do prepara-

tory to the closing and what you will do at the

closing.

The Witness : In the event that an agreement to

purchase is drawn between the two parties, the next

step' would be to call a title insurance company and

ask that they send me a preliminary report of the

status of the title. Upon receiving that report I

would prepare a deed between the [47] seller and

the buyer, using the legal description provided in

that report. I would draw up a buyer's and seller's

closing statement prorating the taxes as revealed by

that preliminary report, I would make the arrange-

ments to have any necessary documents to clear any

liens shown in that report which were required to be
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removed, deposited in the escrow. I would use a

copy of that preliminary report to supply lender

with the legal description, in the event that the

lender was going to provide financing in the trans-

action.

When all these documents and the purchase

money was assembled and placed in the escrow, I

would instruct the title company to record the

transaction with instructions from the buyer and

the seller as to their demands, in the escrow, and

from this point my responsibility would cease and

the title company would record and issue an insur-

ance policy.

The Court: How much do you pay for the pre-

liminary report or don't you pay anything?

The Witness : In most cases we do not pay.

The Court: And the buyer will pay the title in-

surance company for the policy of title insurance?

The Witness : That's correct.

Mr. Carey: I believe, your Honor, that that may

be the practice in San Francisco. In some places it

is customary that the seller pay the insurance. In

some places it is customary that the buyer pays the

insurance. [48]

The Court: Yes, that varies from place to place.

In Washington, B. C, the buyer pays for the policy

of title insurance, not the seller.

The preliminary report that you have obtained

was given by a concern that is in full position to

subsequently issue a policy of title insurance I

The Witness: That is correct.
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The Court: And presumably the policy of title

insurance is going to purport to cover more than

the preliminary report, is it not?

The Witness : It will be a more current coverage

than the preliminary report, due to the interim of

time from the issuance of the preliminary to the

final status.

The Court : Well, the title insurance company is

going to guarantee that; Brown has a full and com-

plete title that he can convey to Smith ?

The Witness : No, the title insurance company is

going to issue an insurance policy guaranteeing

that the purchaser, Smith, has title to the property

subject to certain conditions and naturally in doing

so, they have had to ascertain that the original

owner had the right to convey and did so in good

title, but the insurance is to the buyer.

The Court: All right, it amounts to the same

thing. The title company has to guarantee that there

was good title to be passed along, is what the pur-

pose of it is? [49]

The Witness: Yes.

The Court: In order to be able to make that

guarantee they have to know something about the

record of that property long before Smith was an

owner. He is the seller in my hypothetical case, but

the title company has to—presumably has a record

going away back, isn't that right?

The Witness: To my knowledge this would be

true. As I understand the title business, I am not

an authority on it at all. They can insure title from
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previous insurance which would eliminate the neces-

sity of their actually abstracting the title back to

the first record. In the event that a title insurance

policy had been issued on the property for the pre-

vious owner, they could simply take the chain of

title from that policy. That is my understanding,

and insure it.

The Court : From the policy held by the previous

owner %

The Witness: Yes.

The Court: Regardless of who issued the policy

to the previous owner?

The Witness: This would depend upon the indi-

vidual title company, and their interpretation of

that policy, whether they wanted to. I simply say

that I understood that they could do this and that

they do it from time to time. We are occasionally

asked in the real estate business if we can supply a

title company with the previous insurance policy, if

[50] the owner would supply it. For what purposes,

I only imagine for the purpose of abstracting from

that point on.

The Court: All right. Now, what is your next

question?

Q. (By Mr. Carey) : Mr. Farnow, are you ac-

quainted with the Bay Counties Title Guaranty

Company? A. Yes.

Q. Have you ever had any business transactions

with them ? A. Yes.

Q. Have you ever sold any preliminary reports

or title insurance policies to them? A. Yes.
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The Court: Wait a minute. Have you ever

sold

Mr. Carey : Yes, your Honor.

The Court: any preliminary policies to

them ?

Mr. Carey: This would be preliminary reports.

The Court : And you say you have ?

The Witness: Yes.

The Court: I understand you are a real estate

broker ?

The Witness : That is correct.

The Court: I would understand from that that

you handle sales and purchases of real estate ? [51]

The Witness: That is correct.

The Court: Where do you get information, how

do you get into the business of selling preliminary

reports ?

Mr. Carey: If the Court please, there is no testi-

mony that he is in that business.

The Court : I am asking him that.

Mr. Carey: He gets them when the transaction

into his office.

'

\ he Court: He hasn't testified and don't you tes-

tify for him. Mr. Carey.

Mr. Carey: I will take exception to that, if the

•t please, and ask that the record show and I

am asking that the record be marked to Mr. Far-

nov's testimony, that he has so testified.

The Court : The record will show whether he tes-

tified to that effect, but my recollection is that he

has not so testified and it may be that there is a
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difference of opinion between ns and I certainly am
going to clear the matter up.

Do you sell preliminary reports to other con-

cerns'? I don't know what to call this concern, Bay
Counties Title Company. It doesn't appear to be in

a position to insure titles. I don't know what they

are, an escrow agent or what, but are there other

concerns who are in business like the Bay Counties

Title Company? [52]

The Witness: Well, here in San Francisco, to

my knowledge, Bay Counties is the only escrow

agent issuing insurance through an insurance com-

pany. I believe all the other insurance companies

are in themselves insurance companies.

Q. (By the Court) : Do you provide other in-

surance companies here with preliminary reports'?

A. I never have, no.

Q. Bay Counties Title Company is the only com-

pany you have furnished with preliminary reports?

A. That is correct.

Q. Where would you get these preliminary re-

ports?

A. Both preliminary reports and title insurance

policies. In the event that

Q. You have sold them both preliminary reports

and title insurance?

A. Copies of title insurance policies.

Q. You would make copies in your office?

A. No. Copies held by either the owner of the

property, the owner with whom I am dealing, or by



98 Bay Counties Title Guaranty Co. vs.

(Testimony of Dale Farnow.)

a second lien or first lien holder on the property,

had a copy of the insurance policy.

Q. Who was willing to give it up?

A. Who was willing to give it up at the time of

the pending sale in order to expedite the sale. I had

learned that by providing this information to Bay
Co-unties, I could expect [53] a much quicker pre-

liminary report from them because the information

provided in either a previous preliminary report or

previously issued title insurance policy aided them

in preparing their preliminary report for me.

Q. Well, it would be probably incorrect to say

that you are in the business of providing people

with preliminary reports because you have just

done that in dealing with Bay Counties?

A. I believe it would be incorrect to say that I

am in that business. I have only done that occa-

sionally for Bay Counties, that's all.

Q. Mr. Carey has indicated in some way, by

some question or some comment, that you would be

able to furnish a preliminary report only if you

had had a transaction in your office involving that

particular piece of property at some previous time.

Would that necessarily be so or what?

A. I am not in a position to abstract title at all

from the County Records. The only time that I

would have information would be either from a pre-

liminary report issued by some insurance company

which was in my possession or a title insurance re-

port issued by some company that was in my pos-

session.
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Q. Well, supposing a piece of property out on

Green Street near Fillmore that had an address of

3527—just so that we have an address of a piece of

property—is on the market [54] and the people who

are parties to that transaction go into Bay Counties

Title Company. Now, you are not a broker in it at

all. Might Bay Counties Title call you and ask you

if you had any information about 3527 Green

Street?

A. They might. It would be conceivable. I don't

recall that they ever have.

Q. Supposing Bay Counties had no transaction

on hand before them but they happened to know

that at one time, or they might ask you: "Do you

have any preliminary reports or copies of policies

on properties that you could make available to us

anywhere ?"

Have they ever done that?

A. Yes. Have they ever asked me if I had pre-

liminary reports on certain properties which I

could supply them? Yes.

Q. Would you know why they were asking you

for it?

A. I presume to aid them in making a current

search on the property.

Q. Might it be to aid them in building up rec-

ords?

A. Yes, I classified that in my interpretation as

the same thing.

Q. How much do you charge for that kind of

service ?
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A. I have never charged Bay Counties any spe-

cific fee. This is not a service for providing these

reports. I have never charged them any specific fee.

They have paid me but I have never issued a bill

for any of these things. [55]

Q. What have they paid you'?

A. The exact amounts I can't say. I don't re-

member. I never received from Bay Counties at any

time a specific payment for a specific preliminary

report. I provided them with several of them and

they have used what they could.

Q. You provided them with what?

A. With several over a period of years, a great

many actually.

Q. Were you always paid the same amount?

A. No.

Q. Did you know on what basis the amount you

were paid was computed ? A. No, I do not.

Q. Did you ever ask ? A. No, I didn't.

Q. About how much would a payment amount

to?

A. Well, I was in the habit of only collecting

from Bay Counties for payment for my policies

possibly once every six months.

Q. About how much would a payment amount

to? A. $60, $90, something like that.

Q. Would that be for one report or for several ?

A. For several. Since I knew that Bay Counties

used these reports and they were of advantage to

them, every time I ordered a preliminary search or

if I had a previous preliminary [56] report, I auto-
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matically sent it to them. If they needed it or used

it I never knew. If I had a title insurance policy

from a previous transaction I sent it to them.

Whether they used it or not, I didn't know.

Q. Was that because you like them? Why did

you do it?

A. Because first of all, I appreciated the recom-

pense and secondly because I knew that it would aid

them in getting my preliminary back to me as

quickly as possible, which was to my interest.

Q. You mean at some future time?

A. ~No. What I was referring to there, in the

event that I made a transaction on a given piece of

property and I had in my possession either the pre-

vious title insurance policy or a previous prelimi-

nary report, I would immediately send it to Bay

Counties requesting a current preliminary and pro-

viding them with the old one.

'Q. That is something other than we are discuss-

ing now. That would have to do with a particular

transaction in which you are acting as a broker?

A. Correct.

Q. We are talking about your providing prelim-

inary reports where there was no particular trans-

action pending.

A. Yes. That is correct. I have done that.

The Court: All right, Mr. Carey. [57]

Q. (By Mr. Carey) : Which other title insur-

ance companies in San Francisco have ever offered

to buy any reports from you, Mr. Farnow?

A. None.
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Q. Do you know of any reason why they are not

interested in purchasing reports from you?

A. It would only be my own supposition. Possi-

bly they are older establishments, and it is not nec-

essary for them to do so, but they have never ap-

proached me and I have never asked them if they

would be interested either.

Mr. Carey : I have no further questions.

Cross Examination

Q. (By Mr. Boyle) : Mr. Farnow, from whom
do you generally obtain these preliminary title re-

ports that you say you asked for when you have a

deal pending?

A. From various title insurance companies here

in San Francisco.

Q. For instance, have you ever asked California

Pacific Title Insurance'? A. Yes.

Q. When they issue this, do they know who the

buyer or the seller might be in that case?

A. When they issue the preliminary report?

Q. To you, yes. [58]

A. They naturally know—presume the seller is

the man of record, that they will provide the name

to me as the legal owner.

Q. I mean do you give them the name?

A. Yes.

Q. Suppose you represent the buyer, would you

give them the buyer's name?

A. I have never represented a buyer since I

have been in the real estate business.
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Q. You do give them the seller's name ?

A. Yes.

Q. You do not pay for that preliminary title

report, though?

A. It could be. I have paid for them, yes.

Q. If you take the escrow business back to that

California Pacific Title Insurance Company, they

would be paid then, would they not?

A. In the event that the transaction for which

they issued the preliminary report was negotiated

through their office and eventually a policy of title

insurance issued, there would be no charge for the

preliminary report. It is presumed that this was

Q. But they would charge for the escrow serv-

ice?

A. They would charge for the issuance of the

new title insurance policy. [59]

Q. Now, suppose you do not go back to them

with this transaction but go to Bay Counties?

A. Yes.

Q. Who pays for that preliminary report then?

A. If I did such a thing I have no doubt whatso-

ever that they would send me a bill for the prelim-

inary report.

Q. Oh, you have never done that?

A. No, I don't usually ask one company to give

me a preliminary and then switch it to some other

company, willy-nilly. Occasionally this happens

through things beyond our control. Perhaps a

lender requests a certain specific insurer but in that

event we call the previous company and tell them
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we are sorry that the preliminary was issued and

we can use it. The custom is for them to say, "Well,

that's all light," but they could send me a bill.

Q. Well, in that case, if that ever happened—did

that ever happen to you ?

A. Yes, that has happened.

Q. When that happened was it—was either the

buyer or the seller charged for that preliminary

report ?

A. You are asking me if I can remember one

specific case where a buyer or seller was charged?

Yes.

Q. Who then kept that profit? It did not go

back to the title company that issued the: prelimi-

nary report. Who kept that? [60]

A. I misunderstood your question. I understood

you to say that the company that issued the title

report charged for it and was the buyer or seller

charged, and if that is the case whoever was

charged for it, the buyer or the seller, that fee was

naturally paid to whoever issued the preliminary

report.

Q. I was asking about the case where you ob-

tained this preliminary report and you did not take

the transaction back to the title company that is-

sued the preliminary report? A. Yes.

Q. And you did not pay for that preliminary

report? A. Yes,

Q. Now, in that case who kept the profit from

the preliminary report?

A. In that case there would be none.
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Q. You would not charge the buyer or the seller,

is that right? A. That's right,

Q. How many preliminary title reports or title

policies did you turn over to Bay Counties in 1952 ?

A. In 1952 I was Manager for Green and Kauf-

man and we were handling at that time an average

of around 300 transactions a year. Bay Counties

came in and went through our files and took such

preliminaries as they wanted to use and I have no

idea how many. [61]

Q. Do you know how they were paid for them?

A. At that time Green and Kaufman was not

paid. We were not paid for those, to my knowledge.

Q. That was 1952? A. Correct.

Q. How about 1953?

A. I was in business for myself. I provided them

with a copy of every search, provided I still had

another copy for my own records,

Q. When were you in business for yourself, Mr.

Farnow? A. 1953.

Q. Who with?

A. A gentleman by the name of Harry S.

Brown, it was a partnership, Brown and Farnow.

Q. Were you in business in October of 1952 ?

A. I couldn't recall for sure.

Q. Well, I will refresh your recollection. I have

a note here which says that in October, 1952, in an

escrow transaction with Bay Counties Title in

which the total escrow fee was $34.50, you received

$9. Do you remember that?
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A. No, I do not. If it was in October of 1952 I

would presume then at that time I had already

started my own business with Mr. Brown.

Q. In March of 1953 it shows you had a trans-

action with the Petitioner and the total escrow fee

was $498.00 and you [62] received $124. Do you re-

call that?

A. No, I have no recollection whatsoever.

Q. How were you generally paid, in currency?

A. I was never paid on any one transaction at

any time.

Q. Did you ever receive any money from Bay
Counties Title? A. Yes.

Q. How was it paid to you? A. In cash.

Q. By whom? A. By Mr. Rolls.

Q. Would you come personally to his office or

would he come to you personally or was it in the

mail or in what manner was it paid?

A. No, I'd walk into his office. I conduct most of

my business with the title companies by mail and I

very seldom go into a title company. I would go into

Bay Counties possibly once every three months at

the outside, at which time Mr. Rolls would simply

hand me an envelope' with some cash and say that

this was in payment for the searches I sent them.

Mr. Boyle: That is all.

Mr. Carey: No further questions.

Unless counsel would object, we would ask that

Mr. Farnow be excused.

The Court: He hasn't finished. [63]

Mr. Boyle: That is all, your Honor.
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The Court: That is all.

Mr. Carey: We will ask that he be excused un-

less they have some further questions.

The Court: May this witness be excused'?

Mr. Boyle: Yes, your Honor.

(Witness excused.)

Mr. Carey : May we take a recess now until 2 :00

o'clock before we call Mr. Rolls, or 1:30 or 1:00

o'clock?

The Court-: This takes care of two witnesses.

You said you were going to have four.

Mr. Carey: The other two witnesses will take a

little more time. I wanted to call Mr. Rolls as my
next witness.

The Court: Ordinarily I don't take two hours

for lunch. I have to be finished with the trial of

this case today.

Mr. Carey : Whenever you want to reconvene, it

would be all right, but I would like to take the noon

recess at this time, whatever length it may be.

The Court: Yes. Well, if we come back at 1:00

o'clock when will you be finished?

Mr. Carey: I would assume that we could be fin-

ished by 2:30 or 3:00 o'clock at the latest.

The Court: You would end your case? [64]

Mr. Carey : Yes, your Honor.

The Court: And are you going to call a wit-

ness? How long are you going to take with your

case?
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Mr. Boyle: Well, my witnesses were talking

with Mr. Rogers and they have changed their testi-

mony so

Mr. Rogers: That is a highly improper remark,

Mr. Boyle, and you know it, by inference and other-

wise.

Mr. Boyle: These witnesses—

—

Mr. Carey: Let's have the witnesses brought into

Court. There are a number of real estate brokers

under subpoena by the United States. If they are

not called we ask the Court to order them in. We
want them as witnesses.

Mr. Boyle: Were those witnesses talking to you

within the last few days?

Mr. Rogers: Not within the last few days. Wait

a minute, 1 am not under oath. If you want to put

me under oath so that this record is complete as to

my conversation with those witnesses

Mr. Boyle: Let's just find out.

Mr. Rogers: Absolutely, yes. I talk to every wit-

ness when I have a case.

Mr. Boyle: I am not going to call any witnesses.

I had arranged to call them but they called me back

on the phone and now I can't use them. I think it

was highly unethical for them to go and talk to the

witnesses. [65]

Mr. Rogers: Counsel has a right to talk to pro-

spective witnesses.

Mr. Boyle: Yes.

Mr. Rogers: Have you talked to Mr. Compton?

I have talked to Mr. Compton. We didn't call the

witnesses, Mr. Boyle.
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Mr. Boyle: No, I called them. That's the strange

part.

Mr. Rogers : I have every right to go and talk to

any witness. I will defer to the Court's judgment in

this matter.

Mr. Boyle: I have no witnesses. All I will have

is cross-examination of Mr. Rolls and whatever

other witnesses they have, so I presume that I can

finish— if they are figuring on finishing at 3:00

o'clock I could finish in two hours.

Mr. Carey: Then I will ask that the subpoenas

that have been obtained by Mr. Boyle for these

other real estate brokers, that the Court; order these

witnesses brought in because we want them on the

stand. We are only producing one broker, a typical

broker, if the Court please. The revenue agent in

this case had a list of a number— I don't know

whether he had all the brokers—so that Mr. Boyle

had an opportunity to interview these people to find

out whether there were any improper fee arrange-

ments. Apparently Mr. Boyle [66] found out that

there were not so he is not calling them. I think that

the Court is entitled to hear these witnesses and to

judge for the Court's self whether or not there was

any improper tampering with witnesses as has been

accused here by Mr. Boyle.

The Court : I don't know who is subpoenaed. We
have1 a system in the Court now, under which our

forms of subpoena are obtained by counsel and we

don't know who has been subpoenaed. I don't have

any copies of subpoenas here. Do you have any

copies of subpoenas'?
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The Clerk : TTe don't keep copies any more, your

Honor.

The Court: Now, if you want to subpoena any

witnesses you go ahead and subpoena them. If you

want to call any witnesses go ahead and call them.

Mr. Carey: Then my next witness, if it please

the Court, will be Mr. Boyle, because we are going

to get to the bottom of this witness tampering

charge right here and now.

The Court: I don't think we are going to take

time to go into that although it was very annoying

to you. Mr. Carey.

Mr. Rogers: Very annoying to me. too.

The Court: To have the statement made in that

way, but I am going to proceed here with this case

and I am not going to take up tune to go into that

matter at all. [67]

I don't know who Mr. Boyle has subpoenaed and

if you want to call any more witnesses this after-

noon, you may do so.

It is about 12:00 o'clock and we will recess until

1 :0Q o'clock.

(Whereupon, the hearing in this matter was

adjourned until 1:00 o'clock p.m. of the same

day.) [68]

Afternoon Session

Mr. Boyle: If the Court please, at the close of

this morning's session the Court asked whether the

Respondent intended to call any witnesses and I

stated no and then I made some gratuitous remarks
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about why I did not intend to call those witnesses.

I wish to have the statement stricken from the rec-

ord and confined merely to the fact that the Re-

spondent does not intend to call any witnesses.

The Court : That is a good thing to do.

Now, Mr. Carey, do you want to proceed ?

Mr. Carey: Yes, your Honor. I would like to

call Mr. J. M. Rolls.

The Court: Mr. Rolls.

The Clerk : He has been sworn this morning.

Whereupon,

JACK M. ROLLS
was called as a witness on behalf of the Petitioner

and, having been previously duly sworn, testified as

follows

:

Direct Examination

Q. (By Hr. Carey) : What is your present posi-

tion, Mr. Rolls?

A. I am President of the Bay Counties Title

Guaranty Company.

Q. How long have you been President'?

A. Since its incorporation, July 3, 1946. [69]

Q. How long have you been in the title business'?

A. Since October, 1935.

Q. With whom were you associated prior to the

time that you became associated with Bay Counties'?

A. City Title Insurance Company.

Q. All the period from 1935 to 1946, you were

with City Title? A. Yes.
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Q. In what capacity were you employed by City

Title? A. When I left?

Q. During the 11 years that you were employed

there ?

A. I went completely through the ropes, from

the ground up to the point of being an escrow officer

at the time I left.

Q. Mr. Rolls, are you familiar with the contents

of a typical title plant of a typical title company?

A. Yes, I am.

Q. Would you describe to the Court of what a

typical title plant consists?

A. A typical title plant consists of a gathering

together of the recordings, daily recordings affect-

ing real property, affecting the names of individ-

uals, in turn segregating that information according

to the names of individuals alphabetically in a code

system perhaps as to property, segregating it indi-

vidually as to particular pieces of property that are

involved, and that basically is what a title [70]

plant involves, together with maps and necessary

paraphernalia to locate those pieces of property.

Q. Did Bay Counties Title Guaranty Company

have such a title plant as of January 1, 1952 ?

A. Yes, we did.

Q. As of January 1, 1952, Mr. Rolls, did you

have a book of abstracts and recorded instruments ?

A. Yes, we did.

Q. Did you have lot books covering every lot in

the City and County of San Francisco?

A. Yes, we did.
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Q. Did you have a set of general indices ?

A. Yes.

Q. What maps, if any, did you have at that

time?

A. Well, they are what we call our arbitrary

maps. It's for the purpose of locating the various

documents that are recorded affecting real prop-

erty. They covered every piece of property in the

city.

Q. What tax records—

—

Mr. Boyle: Would you repeat that last answer?

They covered every

The Witness: Lot and parcel of property in the

City and County of San Francisco.

Q. (By Mr. Carey) : What tax records, if any,

did you have, Mr. Rolls? [71]

A. We had traffic records of the tax office or the

tax assessor's ownership records hack to 1938.

Q. Would that be from 1938 to 1952?

A. To 1948.

Q. What other record or information did you

have that was of value to you in title abstracting on

January 1, 1952?

A. We had a complete set of Edwards Abstracts.

Your Honor, do you know what Edwards Ab-

stracts are?

The Court: No, I don't. That is all right for you

to make that inquiry. Tell us what Edwards Ab-

stracts are.

The Witness: We might call it a magazine or a

publication put out by the Recorder Printing and
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Publishing Company, which prints each clay the

entire number of recordings by name, document, lo-

cation of property, all of the documents that have

been recorded affecting real property. They also

publish the new suits that are filed involving indi-

viduals, anything to do with parties involved in

legal actions, bankruptcies, Federal actions, and we
had a complete set of those from 19— well, clear

back to 1908.

Q. (By Mr. Carey) : Did you have any probate

records ?

A. This Edwards Abstracts does contain that

particular information, yes.

Q. What information do you mean, in the sense

of probate records? [72]

A. Going back to 1908, that is all contained in

these Edwards Abstracts. Subsequent to January of

1947 we had abstracts of our own right, on our own

volition or own work, the information as to divorce

actions, probates, judgments, insanities,

Q. During what period of time, Mr. Rolls, had

you accumulated this plant or this information that

you have just described?

A. During the period of January 1947, to Janu-

ary 1952.

Q. During this period of time, January 1947, to

January 1, 1952, accountingwise, how were the ex-

X)enditures for acquiring this information treated

by Bay Counties Title Guaranty.

A. They were capitalized on the basis of setting

up as a title plant.
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Q. Taxwise how were they treated?

A. Taxes were paid on the capitalization.

Q. What, if any, of these expenditures during

this five-year period were taken as deductions %

A. None. May I point something out?

Q. Yes.

A. In connection with title plants, your Honor,

I think Mr. Bass, just before you came in, was dis-

cussing the fact or the relationship of title insur-

ance, and if he had enough money or anyone has

enough money to obtain and qualify as a [73] title

insurer in the State of California, there is no re-

quirement under the Insurance Code that that title

insurer have a title plant.

We are, as you probably have understood so far

an underwritten title company. We have our own

title plant which we have established. We in turn

use that together with the official records of the Re-

corder's Office for the purpose of making searches

of title. In turn, we are the authorized issuing

agency for Pacific Coast Title Insurance Company

and issue their policies through our office over an

Assistant Secretary's signature, I being one of

them and there being another one in the office, too.

I'd like to point out, though, as a prerequisite for

establishing a title plant, there is none needed actu-

ally. As long as there are competent people who are

doing the abstracting and searching there is no re-

quirement under the Insurance Code that any pol-

icy of title insurance issued be based on any title

plant by either the title insurer or the title com-
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pany, so that our act of capitalizing this particular

item of a title plant was voluntary on our part and

also had a salutary effect against our competition in

this respect, that when we first started in business

they gave us six months to go and they said, "They

don't have a title plant."

So we in turn capitalized that so that we could

show it on our books and on our statements, that we

had a [74] title plant to offset the competitive claim

that we did not have a title plant, which in turn

helped us in obtaining business, of course, through

lending institutions. In other words, you can say

that you have got a title plant but unless they see

it in black and white on the financial statement they

wouldn't believe it.

Q. Would it be correct to say, Mr. Rolls, that as

of January 1, 1952, your records would show the

record title of every piece of property in the: City

and County of San Francisco?

A. Generally speaking, yes. There are some

pieces of property, of course, of which there are no

records. Of course, they are very few and far be-

tween.

Q. For all practical purposes?

A. For all practical purposes, yes.

Q. Would it be correct to say that as of January

1, 1952, you had records to show every transaction

of record affecting title to real property in the City

and County of San Francisco for a period in excess

of five years? A. Yes.
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Q. Approximately how far back would those

records go?

A. As I say, we had these records of the Ed-

wards Abstract, going back to 1908.

Q. So you had in your possession information

concerning every transaction of record in the City

and County of San [75] Francisco back to 1908?

A. Yes,

Q. Mr. Rolls, during the years in question how
much did you pay your abstractors?

A. Well, that would vary, of course, depending

on how much you could get, but a good abstractor

was paid about $450 a month.

Q. Is that a 35 or 40 hour week or what?

A. It's normally a 37 and a half hour week.

Q. Mr. Rolls, would you describe the mechanics

of a typical transaction going through Bay Coun-

ties?

A. First of course, the order is placed by some-

one, either an individual lending institution, real

estate broker, and that in turn is processed by

going to our tract indices, locate it as to the prop-

erty, by using our arbitrary system which is assign-

ing a lot and block number to each particular piece

of property in the City and County of San Fran-

cisco, going to the information that we have on file

in our card system as to this lot and block, checking

to see first of all if we have a starter, your Honor,

one of these preliminary reports from which we can

start. Providing we do have a starter we can begin

at that particular point and carry forward, obtain-
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ing the information from our title plant, having it

rechecked and verified at the Hall of Records, get-

ting information as to the names for Court actions

and matters [76] involving an individual himself

that in turn affect his ownership of the real prop-

erty. That information is gathered together and

then is turned over to what is called an Examiner.

He goes through the records that we have assembled

or the searcher has assembled and renders what is

called an opinion, which in turn is typed and is

called a preliminary report of title.

That is sent out to the broker, the lending insti-

tution or whoever is interested in the particular

piece of property. Subsequently documents are de-

posited in the escrow, either documents to clear the

title to the property or documents for the assuming

of existing loans or perhaps new loans, the deed,

the seller's instructions, buyer's instructions, funds,

and all of the necessary items that go to make what

is called the completed and closed escrow. When
that particular time! occurs the documents that are

to be recorded are recorded. The monies are paid

out, the policy of title insurance is issued insuring

the new purchaser or new lender, whichever the

case may be, and the transaction is considered

closed.

The Court: How many people do you have in

your office here?

The Witness: We have 34.

The Court: How many Examiners and how
many
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The Witness : We have two Examiners. We have

three [77] Searchers and then our general indices,

there are three in our general indices section.

Q. (By Mr. Carey) : How many of these indi-

vidual employees did you have when you first

started in business?

A. We started out— well, when we started to

write title insurance there were four of us.

The Court: And one other thing, just for the

record. The Recorder to which you refer is the legal

newspaper—

—

The Witness: As to this

The Court: It is the Law Journal here in San

Francisco.

Mr. Carey : Yes, the Recorder Printing and Pub-

lishing Company prints the Recorder, a legal news-

paper.

The Court: It is the legal newspaper here like

the Law Journal in New York City.

Mr. Carey: That is correct.

Q. (By Mr. Carey) : Mr. Rolls, I hand you a

paper. Would you tell us what that is, Mr. Rolls?

A. That is a work sheet for a preliminary report

of title.

Mr. Carey: Before Mr. Rolls goes any further,

I would like to have that marked as Petitioner's

Exhibit 2 for [78] identification.

The Clerk: Petitioner's 2 for identification.

(Petitioner's Exhibit No. 2 was marked for

identification.)



120 Bay Counties Title Guaranty Co. vs.

(Testimony of Jack M. Rolls.)

Q. (By Mr. Carey) : Mr. Rolls, would you tell

us what that consists of?

A. It consists—the outside sheet is the exam-

iner's report, his opinion of the title.

Mr. Carey: Your Honor, I have an extra copy

if you want to look at this.

The Witness: Those are photographic copies.

The Court: Go ahead.

The Witness : The outside is the examiner's opin-

ion of the title, and the second sheet is labeled

"Chain Sheet"—or I think it's torn off there, your

Honor, but it's called our chain sheet which sets.

forth, in this particular case, a starter which we had

for the TI & G, which is Title Insurance and Guar-

anty Report. It says restrictions, and then it says

the recording of a deed to Gaugler to Walsh, a deed

of trust from Walsh to the Prudential, and down at

the bottom, an Incomp., Agnes Walsh, dated such-

and-such a date, The second sheet, underneath that,

is an abstract of the deed from Gaugler to' Walsh

and an abstract of the deed of trust from Gaugler

to Walsh. In each case the description says "Same

as TI & G report." The last item on the sheet is a

copy of the Title Insurance and Guaranty Company
preliminary [79] report of title, which is dated

March 29, 1947.

Q. (By Mr. Carey) : Mr. Rolls, from this par-

ticular document.—or first of all, before I ask that

question, from whence did this document come?

A. Which, you mean this?

Q. Yes, this package.
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A. This package came from one of our files, No.

14109.

Q. From your records? A. Right.

Q. That you kept of this particular transaction.

Mr. Rolls, would you point out to the Court what,

if anything, was utilized in regard to the TI & G
preliminary report which is attached to that, what

was done with that report?

A. It was used as a basis or a starter for the

search of title, beginning, as you can see on the

chain sheet, your Honor, that we started—it says at

the top of the sheet, "See TI & G report," and then

the subsequent document was the document re-

corded by the Title Insurance and Guaranty.

That's the little notation over on the righthand col-

umn where it says, "Remarks."

The revenue stamps were affixed to the deed and

the letters "TI & G" means that the Title Insurance

and Guaranty Company recorded those documents.

Q. Would you describe this as an unusual case

in your office or a typical one where a preliminary

report is involved?

A. It would depend on the time.

Q. Time of what, Mr. Rolls?

A. If we did not have a starter sheet or a starter

preliminary report here, then we would have to go

back on the records to either the date of the filed

map, which according to California law is the clear

—title has to be clear title as of recording of a filed

map, or go back of that to 1906 which was the be-
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ginning of our records or reestablishment of our

records here in San Francisco.

The Court: Do you have the Torrens System

here in San Francisco?

The Witness: No, we don't.

Mr. Rogers: Nowhere in California.

The Witness: Yes, there is the system. However,

it is defunct.

Mr. Rogers: In Los Angeles they used to have

it. They did have the system but now it is optional

and title companies in Los Angeles have succeeded,

and we had something to do with that, in trying to

eliminate it. It will take ten years but it will be

eliminated entirely

The Court: I see. Just so that we get the: real

point of your having the witness describe Exhibit 2

for identification, now, what do you want to bring

out by 2 for [81] identification? Do you want to

bring out that a preliminary report was used ?

Mr. Carey: Yes, your Honor.

The Court: And that preliminary report would

be Title Insurance and Guaranty report?

Mr. Carey : That is correct, and further

The Court: There is a number on the report.

Mr. Carey: Yes.

The Court: The point is: Where did they get the

report?

Mr. Carey : This will come out later, your Honor.

The Court: All right.

Mr. Carey: But for the purpose here I would

like to offer this as Petitioner's Exhibit No. 2.
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The Court: If there is no objection, 2 is received

in evidence.

(Petitioner's Exhibit No. 2 was received in

evidence.)

The Witness : Could those copies be put in ?

Mr. Carey: We would like leave to file the orig-

inal and remove it and substitute a copy.

The Court: You may substitute a copy.

Is that the copy you want to withdraw?

Mr. Carey : Yes. We would like to withdraw that

one and substitute another one. [82]

The Court: Let him mark the copy that you are

going to give us. They are both on yellow paper so

it's hard to see which is the copy.

Mr. Carey : I would like to have this one marked

as Petitioner's No. 3.

The Court: Which way are you going to do it.

Don't do it that way.

Mr. Boyle, supposing you look at these and see if

we can have the copies offered in evidence because

it takes up too much time to mark the original and

substitute the copy.

Mr. Boyle: Are these all the same?

Mr. Carey: Yes.

The Court : What process do you use in making

those copies?

The Witness : Those are recordak copies,

The Court: You have the originals here?

Mr. Carey : Yes, your Honor.

The Court.: You can have the Clerk mark both

the original and the copy, if you want to, but leave
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with us the copy and get them both marked at the

same time, and then if the Respondent wants to

check them later he will have the exhibit number on

the original that he can go by.

Now, you probably have two or three of those

that you want to mark, one as 3 for identification?

Mr. Carey: Yes, your Honor.

The Court: With another one which would be 4

for identification?

Mr. Carey: No, your Honor. We just have the

two.

The Court: Mr. Boyle can look at that now.

(Petitioner's Exhibit No. 3 was marked for

identification.)

The Court : Mr. Carey, this is going to be another

example of the same thing and we are going to have

to take a recess for a minute. We don't have to

leave the room but before we go on to 3 for identifi-

cation, I want to take up a little matter that will

just take a few minutes. You may step down, if

you would like to, Mr. Rolls.

(Short recess.)

The Court : Just before we took the recess, coun-

sel wanted to see Exhibit 3 marked for identification.

Mr. Carey: Yes, your Honor.

The Court: And I guess that is your own copy?

The Witness: I have mine.

The Court: All right. Will you proceed with

that now?
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Q. (By Mr. Carey) : Mr. Rolls, would you de-

scribe what this Petitioner's Exhibit 3 for identifica-

tion is ?

A. Again this is the gathering together of the in-

formation [84] of a title search and the writing of

an opinion of title by an examiner. The first page

is the examiner's opinion of title. Incidentally, our

file number is 12144.

The second page is the chain sheet listing the doc-

uments recorded.

Q. What, if anything, does the chain sheet show

concerning any starter used by the examiner?

A. Again it shows a reference to "See TI & G
policy" in this particular case.

The Court: Which is Title Insurance and Guar-

anty Company. Where would you have gotten that

from?

The Witness : The fact that we do or did have in

our file a Title Insurance and Guaranty title policy.

The Court : And you could have gotten that from

your client, is that right, or how would you have

gotten that ?

The Witness : It would have been acquired prob-

ably from some broker or client from whom we

either purchased reports or who voluntarily gave

it to us.

The Court: Anything else about that?

Q. (By Mr. Carey): Mr. Rolls, would you say

that this file is a typical file or is it an unusual file^

A. This is a typical file.
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Q. Would it show a typical use or an unusual

use of these preliminary reports or title insurance

policies that we have been discussing? [85]

A. Shows the typical use of them.

Q. If we were to go through the Bay Counties

record of transactions, would we find that in a signi-

ficant number of cases, that we had starters like

this and the same use has been made of them?

A. Yes.

Q. Do you recall what number of file you are

now up to in your record keeping, Mr. Rolls ?

A. This morning I think I took an order and

the number was 37745.

Q. Does that represent separate transactions?

A. Yes, we have not skipped any numbers in our

company.

Mr. Carey: Thank you. I will ask that that be

admitted as Petitioner's Exhibit No. 3 in evidence.

The Court: Any objection?

Mr. Boyle: No.

The Court: There is received in evidence.

(Petitioner's Exhibit No. 3 was received in

evidence.)

Mr. Carey: The clerk has the copy and we will

withdraw the original.

Q. (By Mr. Carey) : Mr. Rolls, I am quoting

from counsel's opening statement this morning. I

believe this is a verbatim quote.

"They have no means of assembling it or identify-

ing [86] it or screening it and they can't even tell

today what they did buy. All that they can say is



Commissioner of Internal Revenue 127

(Testimony of Jack M. Rolls.)

that they bought something, so we think they were

still basically trying to bring in business by first

making payments to the real estate broker."

Mr. Rolls, do you have any means or technique

in Bay Counties Title Guaranty Company for as-

sembling or identifying this information that is

contained on these reports % A. Yes, we do.

Q. Do you have any means in Bay Counties

Title Guaranty Company for screening it?

A. Yes, we do.

Q. Are you aware, Mr. Rolls, of your own

knowledge, of what you have in regard to the re-

ports that you have bought from various people?

A. Yes, I do.

Q. Mr. Rolls, I am going to hand you a docu-

ment—we are not going to admit this in evidence,

your Honor,—a packet that has a number 3568-

3576. Would you describe what that is, Mr. Rolls %

A. That is a file containing a group of these

preliminary reports and policies of title insurance

which we have acquired.

Q. Would you describe from that file the means

that you have of screening that information, identi-

fying it and making it useable at a later date %

A. Each one of these reports or policies of title

[87] insurance, of course, describes a particular

piece of property. Each of these reports and poli-

cies of title insurance designates an assessor's lot

and block in connection with the legal description

of the property. It so happens that our arbitrary

system for locating the real property is similar
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to the assessor's lot and block system. Therefore,

each one of these reports is numbered. There are

little numbers up in the upper right-hand corner

and that's the process which is used in segregating

them and putting them in proper order. It was

easier to do that than have to read through. In

other words, each one was gone through and num-

bered in pencil and subsequently segregated as to

block number and lot number and then clipped to-

gether in groups of what would be more easily han-

dled packets.

These numbers are in turn placed in our title

plant, our index of properties, and we use a card sys-

tem for that, and on these cards is marked a red S,

which denotes on that particular card affecting that

particular piece of property that we have a starter.

That card number is the same as the numbers

on these reports and therefore, when we get an

order for a preliminary report of title and we go

and we find that that card has a red S on it we know

that we have a starter report or policy for that

particular piece of property, and we can then go to

this file or if it happened to be Lot 35 or Lot 5

in Block 3568, [88] we have a starter for that par-

ticular lot. This would be taken out of this file

and put with the order and the chain sheet and the

search is completed in a particular order number.

Therefore, these will gradually go down to a

point, or as we gather more of them, of course, it

depends on these reports, but gradually these re-
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ports would be transferred from this file to our

current escrow file or current order file.

Q. Mr. Rolls, assuming that a transaction comes

into your office and you are asked to provide a pre-

liminary report or title insurance on a piece of prop-

erty for which you do not have a starter, what then

would you do to replace the information furnished

by that starter"?

A. That's what we call a full time search and it

depends on, as I pointed out a little earlier, how far

back in the records you have to go. Of course, the

records in San Francisco originally started in 1906.

I mean they were not originally started but they

were reestablished as of 1906, as of the earthquake

and fire, so that is our starting point for real prop-

erty here in San Francisco.

In the event that we do not have a starter report

or policy, then we have to go back to a point at

which we consider is a safe point to begin. Now,

that can be, as I pointed out earlier, the date of the

filing of a map. The reason for that being that as of

the date of recording [89] and filing of a map, the

title of the property had to be clear. Therefore we

know, starting at the date of filing a map, from

that point on it can be continued down without any

question as to the prior title having any cloud. If

there is no filed map then we go back to, in many

cases or most cases, back to 1906 or 1908, whenever

we get the first records or changes of title in the

property. So that can involve quite a bit of time.

Q. Would you have to pay a man for that work?
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A. Yes, that involves using our searchers to do

that particular work.

Q. Do you maintain, of your own knowledge,

something like cost accounting in Bay Counties?

A. That's a very difficult thing to do in title in-

surance. I don't think there's any title insurance

company in California or the United States that

can come out with a true cost accounting system for

the cost of a preliminary report.

Q. From your experience in the title business,

Mr. Rolls, taking a typical transaction or two typi-

cal transactions, one in which you had a preliminary

report or title insurance policy of two or three

years ago, and one in which you did not, would it

be more expensive to prepare a preliminary report

—

which would be the more expensive to prepare the

preliminary report in the typical case'? [90]

A. In the typical case, the one on which we had

to go back and did not have a starter would cost

more to prepare a preliminary report on that basis

than the one in which we actually had a starter.

The Court: What is the difference between a

starter and a preliminary report?

The Witness: They are both the same, your

Honor.

Mr. Carey: I believe, your Honor, that they

refer to them as a starter because they start their

subsequent search at that point.

The Court: Is that right?

The Witness: That's right.
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Q. (By Mr. Carey) : Mr. Rolls, are you familiar

with title practices in the City and County of San

Francisco, of the title companies in San Francisco ?

A. Yes, I am.

Q. I believe you testified that you were asso-

ciated with the City Title Insurance Company for

about eleven years, is that correct?

A. That's correct.

Q. Do you know of any arrangement for ex-

change of title information which the title com-

panies in San Francisco have?

A. Yes. The other four companies in San Fran-

cisco do [91] have an agreement or an arrangement,

which ever way you might call it—there's nothing in

writing—it's a tacit understanding that they ex-

change reports, they exchange letters if indemnity,

in connection with searches of property in San

Francisco.

Q. Would you describe using a transaction, how

this would work?

A. Well, supposing a broker or someone—an

order is placed with

Mr. Boyle: If your Honor please, I am going

to object unless the witness tells from what source

he derives his knowledge. If he is deriving it from

hearsay, then this testimony is not permissible.

The Witness : This is not hearsay. This is from

my experience when I was with City Title Insur-

ance Company doing the searching at that partic-

ular company.
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Mr. Boyle: But City Title is not one of the big

four.

The Witness: Yes, it is, excuse me.

Mr. Boyle: I beg your pardon.

The Court: You may proceed. The objection is

overruled.

The Witness : Your Honor, let me explain. There

are four title insurance companies and one title

company in San Francisco. We are the title com-

pany and there are four [92] title insurance com-

panies in San Francisco.

The Court: What are the names?

The Witness: California Pacific Title Company,

Western Title Insurance and Guaranty Company,

formerly the Title Insurance and Guaranty Com-

pany, Northern Counties Title Insurance Company,

and City Title Insurance Company. We are Bay
Counties Title Guaranty Company and not an in-

surance company.

The Court: Go ahead.

Q. (By Mr. Carey) : Would you describe the

arrangement between the so-called big four for ex-

changing title information?

A. If Mr. Boyle would prefer, I will give an

experience that I had while searching at the City

Title Insurance Company.

The Court: Is this the question'?

Mr. Carey: Yes.

The Witness: I was giving a hypothetical one

before but
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Q. (By Mr. Carey) : Would you give a definite

one rather?

A. When I was working at the City Title Insur-

ance in the search department, and I would be

searching a piece of property on which California

Pacific Title Insurance Company had had a previous

recording and had issued a policy of title insurance

or had made a search of title, I would in turn [93]

at that particular time, in checking the records, and

finding that out, would immediately send over to

the California Pacific Title Insurance Company and

request that they send over their run-down report

and policy sheet for the issuance of a policy of

title insurance and the basis of that search that

we then completed at City Title Insurance Com-

pany was based on the California Pacific's report

down to that particular date and they had written

their policy and City Title Insurance Company

then continued that down to the current date on

which the particular search that I was working on

was being issued.

Q. Would it be accurate to say that you as a

searcher would use the California Pacific Title

Report or insurance policy as a starter?

A. Yes, and that is also true of the other three

companies, or in other words, California Pacific,

Western Title Insurance and Guaranty Company,

and Northern Counties Title Insurance Company

have had the same experience with all of those,

when I was down there.
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Q. Is Bay Counties a member of that arrange-

ment? A. It is not.

The Court: I can hardly hear your question.

Will you repeat it?

Q. (By Mr. Carey): Is Bay Counties Title

Guaranty Company a participant in that arrange-

ment? [94] A. It is not.

Q. To what extent is it common practice for title

companies in Northern California or generally in

California, Mr. Rolls, to purchase preliminary re-

ports to use as a starter?

A. I know this of my own knowledge, Mr. Boyle.

The title companies or title insurance companies,

depending on whichever happens to be starting out

as a new company, have made a practice for—before

I was in the business, of acquiring preliminary re-

ports of title or starters, either from brokers, lend-

ing institutions or wherever they could be obtained.

They are either obtained free or were paid for.

Q. Do you know of your own knowledge how

these were treated, bookkeeping-wise, by the title

companies?

A. I inquired of City Title Insurance Company
in San Jose

Mr. Boyle: I object to this as—you don't know
this of your knowledge. This is based on hearsay.

Mr. Carey: I think that objection is premature.

The question was : Do you know of your own knowl-

edge how they were treated, and the answer there

is yes or not and then if
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The Court: All right. You go along from that

point.

Q. (By Mr. Carey) : Do you know of your own
knowledge how these were [95]

A. According to the other companies' books, no,

I do not.

Q. So any knowledge would be simply hearsay

knowledge that you had of how they told you they

were treating them? A. Correct.

Q. In a typical case, Mr. Rolls, would the cost

of procuring these preliminary reports represent a

greater or lesser expenditure of money than would

be necessary if the title in question were presently

abstracted by one of your employees ?

A. The purchase of preliminary reports in order

to reduce the cost of searching, of course, would

vary on the particular piece of property.

However, in the overall picture of operating a

title company or title insurance company, being able

to use preliminary reports or policies of title insur-

ance as starters does cut down the cost tremendously.

Q. Mr. Rolls, do you know how your bookkeep-

ing system treats, bookkeeping-wise, the expense of

,

abstracting titles'? Is it capitalized or currently ex-

pensed ?

A. It is currently expensed as far as we are

concerned now, because it is maintaining our plant.

Q. Do you know how your books or your tax

returns reflect the cost of abstracting titles?

A. Currently? [96]

Q. Yes.
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A. Currently as an operating expense.

Q. During the years involved, that is, during

1952, 1953, and 1954, was it your practice to buy

preliminary reports or title insurance policies from

any broker who had one that you wanted?

A. Yes.

Q. Did you buy them from any other people

during these years ? A. Yes.

Q. From whom?
A. We purchased them from a bank manager

or—yes. it was a bank manager.

Mr. Boyle : What year is this ?

Mr. Carey: The years involved, 1952, 1953, and

1954.

The Witness : TTe purchased them from—I think

one was a savings and loan, for a period of time,

and then they stopped the procedure.

Q. (By Mr. Carey) : Are the real estate brok-

ers in the City and County of San Francisco

—

which one or ones supplied you with the largest

volume of business?

A. Our best client, the one who provides us with

the largest, is the office of Green and Kaufmann.

Q. Have you ever bought any reports from

them? A. Xo.

Q. Have you ever paid them any money ?

A. Xo. Excuse me. now. may I qualify that I

Prior to this period of time we used to pay a

commission. Prior to the time the law was changed,

ves.
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Q. But since the law was changed—when was

the law changed, Mr. Rolls? A. In 1951.

Q. Since 1951 you have not paid Green and

Kaufmann any funds of money? A. No.

The Court: How does that check with the testi-

mony of the witness from that concern here who

testified this morning?

Mr. Carey: I think the testimony would show,

your Honor, that as an individual he received

money, but as sales manager of Green and Kauf-

mann no money was ever paid to Green and Kauf-

mann.

The Court: That was Mr. Farnow?

Mr. Carey: That is correct.

The Court: Is there something inconsistent in

this witness' testimony?

Mr. Carey: No.

The Court: Why isn't it inconsistent? [98]

Mr. Carey: Because Mr. Farnow was sales man-

ager, according to the testimony, of Green and

Kaufmann until 1952 or early 1953. He testified

that while he was sales manager of Green and Kauf-

mann that he never—they never received any money

from this Petitioner here, but after he went into

his own concern, or in partnership with a Mr.

Brown, that he consistently sold preliminary reports

to Bay Counties and was paid for them. I think

that was his testimony.

The Court : You don't deny that ?

Mr. Carey : No, we don't deny that at all.

The Court: All right.
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Q. (By Mr. Carey) : Is there any reason why
you have not purchased any reports from that par-

ticular broker, that is, Green and Kaufmann?

A. They did not want to sell them to us, for

one thing, and they wanted to maintain their own
files on them, is what it amounted to.

Q. But after refusing to sell you those reports,

did their volume of business with you decline?

A. No. It increased as a matter of fact,

Q. Are there any other instances where brokers

have placed business with you wherein you have not

purchased reports from such brokers?

A. Yes.

Q. Are there many or few? [99]

A. There are many.

Q. To your knowledge, has the volume of busi-

ness increased or decreased depending upon the

fact that you did not purchase reports from them?

A. It seemed to make no difference.

Q. Are there instances, Mr. Rolls, where you

purchased reports who have not furnished you

with any business? A. Yes.

Q. Can you call any of those to mind at the

present time ?

A. I can recall two very distinct ones because

wTe have received so many reports.

Mr. Boyle : What year are you talking about ?

Mr. Carey: We can make it any period of time

from 1947 until 1954.
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Mr. Boyle: I object to that. That will not go

to the question involved here. It is immaterial and

irrelevant.

Q. (By Mr. Carey) : I will confine it, Mr. Rolls,

to the years 1952, 1953 and 1954.

A. Yes, we did.

Q. What brokers were those, if you recall?

A. Sala & Sala, and John J. Lagorio.

Q. They furnished you no business?

A. They furnished us no business, correct.

Q. Did you buy a considerable number of re-

ports from them? [100] A. Yes.

Q. Do you know of any other title companies in

the Bay area that have the practice of buying pre-

liminary reports? A. Yes.

Q. What other title company?

A. One that doesn't do it now, one that did do

it, was Peninsula Title Guaranty Company in San

Mateo County which is now City Title Insurance

Company, City Title Insurance Company in San

Jose in Santa Clara County. I don't think they are

continuing to do it. They did do it.

Q. Did they do it since 1951 ? A. Oh, yes.

Q. What else?

A. The Land Title Insurance Company in Ala-

meda has purchased reports, I think, ever since

their inception.

Q. Do they continue to do so?

A. They continue to do so, although—no, I think

that has been terminated by a person from whom
they purchased the reports.
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Mr. Boyle: May I have that last question and

answer read?

(Question and answer read.)

Mr. Boyle: I ask that the last three answers to

the last three questions be stricken on the ground

that this witness is not competent to testify as to

what other title [101] companies do.

The Court: You may ask him, if you want to,

before you make your motion to strike.

Mr. Boyle: I move that the last three answers

be stricken.

The Court: The motion to strike is denied. I

have no reason to assume that he is giving hearsay

testimony. You are just assuming that he is giving

hearsay testimony. You have to ask a few ques-

tions to find out whether he was or not.

Mr. Boyle : I request to take the witness on voir

dire.

The Court : Go ahead.

Voir Dire Examination

Q. (By Mr. Boyle) : Mr. Rolls, did you work for

the title companies to which you just referred?

A. No, I did not.

Q. Your knowledge then

A. Except City Title.

Q. So therefore your knowledge of what they

might be doing or have been doing would be based

upon what someone told you, isn't that correct ?

A. From what the owners of the company told

me.
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Q. Yes, what they told you. [102]

The Court: Is that necessarily hearsay?

Mr. Boyle: Yes, I believe it is, your Honor.

The Court: I don't know how else you would

find out.

Mr. Boyle: You could bring in the owners of

the other companies, if he wanted to prove that this

was being done by other concerns. I don't think it

would make any difference, but I do believe that it

would certainly be hearsay if he is testifying to

what they did because someone told him.

Mr. Carey: I think, your Honor, it is not hear-

say. It particularly is as true of Mr. Boyle's in-

terpretation of Section 12404 of the Insurance Code.

These would be declarations against interest by

these people. If Mr. Boyle is correct this would

be confessions of a crime. They violated the Insur-

ance Code, for which their charter could be for-

feited.

Mr. Boyle: This man is attempting to testify

as to the business practices of other concerns. I

don't think he has shown he is qualified to do that.

The Court : I will let the answers stand.

Mr. Carey: Thank you, your Honor.

Direct Examination—(Continuing)

Q. (By Mr. Carey) : Mr. Rolls, are you ac-

quainted with any of the other agencies of the

Pacific Coast Title Insurance Company in this area I

A. Yes.
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Q. Do any of those others, those that you have

mentioned in your previous answers, have they

adopted this particular practice of buying prelim-

inary reports? A. Yes.

Q. To your knowledge? A. Yes.

The Court: How do you know that?

The Witness: For one thing, by reading an ad

that they have produced when they first opened.

The Court: What would they have said in their

ad?

The Witness : They would reduce the cost of title

policies, the cost would be reduced a certain amount

—I have forgotten the exact figures—if they were

furnished with either a policy—or I think they re-

quired a policy of title insurance of another title

company. I also am a very close personal friend

of the President of the company.

The Court: Go ahead.

Q. (By Mr. Carey) : Are there any other title

companies in the State of California, Los Angeles

area or in any other areas of California, who adopt

this same practice, to your knowledge?

A. Again it is hearsay as far as that is con-

cerned, from the individuals, but the

The Court: I think it is too bad you did not

bring [104] in at least one witness from one of

these other companies.

Mr. Carey : We did, your Honor. Mr. Smith this

morning. He testified that this was the practice.

The Court: That was Elias W. Smith from the

Pacific Coast Title Insurance Company?
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Mr. Carey: Yes, your Honor.

The Court: His testimony is, according to my
notes, that it was customary for them to purchase

this information. From 1952 to 1954 title starters

were purchased from others and preliminary re-

ports, and I think his testimony is that they stopped

doing that in 1954.

Mr. Carey: I don't know that. Mr. Boyle has

limited me to testimony in 1952 to 1954. I have

not attempted to go outside those three years be-

cause those are the years involved. The practices

in any other years would be tending to get a little

further away in point of relevancy.

The Court: All right. Go ahead. Just avoid

hearsay testimony because I won't be able to give

much weight to it.

Q. (By Mr. Carey) : During the years in ques-

tion, that is, 1952 to 1954, did you ever have occa-

sion to discuss this particular practice of buying

preliminary reports with your counsel?

A. Yes.

Q. Who was counsel for the Bay Counties Title

Guaranty? A. Mr. Joseph S. Rogers. [105]

Q. Did this discussion concern whether this prac-

tice violated any law of the State of California?

A. Yes, it did.

Q. Did he advise you that it did or did not vio-

late any law?

A. He advised us that it did not.

The Court: What is the attorney's name?

Mr. Carey: Joseph S. Rogers.
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The Court: He is here in the court room?

Mr. Carey: He is here in the court room.

Q. (By Mr. Carey) : Did he give anything other

than his own opinion concerning the legality of

these transactions, Mr. Rolls?

A. Subsequently we acquired a written opinion

from the Legislative Council of the State of Cali-

fornia with respect to the legality of this particular

practice in connection with purchase of preliminary

reports.

Mr. Carey: I would like to have this marked, if

the Court please, as Petitioner's next in order.

The Clerk: Pour for identification.

(Petitioner's Exhibit No. 4 was marked for

identification.)

Q. (By Mr. Carey) : Mr. Rolls, I hand you

Petitioner's Exhibit 4 for identification and ask you

:

Is that the opinion that you [106] have reference

to? A. Yes.

The Court: Who gave that opinion?

The Witness : Ralph N". Kleps, Legislative Coun-

sel, by Bernard Czesla, and it is dated October 27,

1953.

The Court: And it is addressed to

The Witness: Honorable John F. Thompson,

Route 3, Box 408, San Jose.

The Court: Who is he or was he?

The Witness : State Senator.

Q. (By Mr. Carey) : You came in possession

of this particular opinion, Mr. Rolls, through the

medium of your counsel, is that correct?
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A. Yes.

The Court: Respondent has already seen that,

it was attached to the application to take a deposi-

tion.

Q. (By Mr. Carey) : And are you familiar with

the contents of that ruling'? A. Yes.

Q. Did Bay Counties Guaranty Company at-

tempt to bring its conduct in the years in question

within the terms of that ruling? A. Yes.

The Court : How or why or both ? Your answer

won't mean very much to me in reading the record

unless you explain [107] it.

The Witness: Well, I think—may I read this

opinion and then explain how we complied with it?

The Court: Yes, you have read it before, of

course, have you not?

The Witness: Yes.

The Court: You want to refresh your recollec-

tion?

The Witness: That's right.

The Court : All right. Look it over.

The Witness: Well, it's on page three, your

Honor, the section at the top of the page: "There

is therefore no statutory reason why an insurer

may not purchase a copy of the old title insurance

policy for the specific property and issue a new

policy of title insurance relying in whole or in

part upon the facts contained in the former policy,

as long as the cost of purchasing such policy is in-

cluded in the charges for the new policy as required

by Section 12401 to 12412.
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"While this practice of purchasing copies of title

insurance policies generally would not be violative

of any statutory provision, the question arises as

to whether such a purchase, if made from a real

estate broker who was the agent of one of the: prin-

cipals in the transaction with which the title insur-

ance is sought, would be violative of the statutory

provisions prohibiting the payment of commissions

and rebates." [108]

It goes on to the end of the letter and it says:

"The payments here in question do not meet this

definition." This refers to the rebate mentioned

previously, and "Payments are not made to the

policy holder and cannot be said to constitute an

abatement or remission of any part of the fee to such

policy holder. The payment is made to the broker

because the broker has a document of value to the

insurer which he delivers to the insurer, not because

the broker is an agent of one of the principals in

the transaction in connection with which the title

insurance is sought. Presumably the payments

are made to any party who can supply documents

upon which the insurer may rely in issuing a policy

of title insurance."

In our practice in purchasing these reports, we
did not require that it be in connection with any

particular record title that we were asked to issue

at that particular time, but we bought for all prop-

erty in San Francisco regardless. As a matter of

fact, the more that we could get the better we liked

it. We were certain that as far as any particular
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transaction was involved, that there was no payment

for any that could be considered as a rebate or a

commission or any thing that would be contrary to

the law.

The Court: Well, now, the thing this Court is

going to have to decide in this case is whether the

expenditure for one of these copies of a preliminary

report must be [109] capitalized or whether it can

be expensed and in considering that question we
will be obliged to apply general principles.

Now, you have just stated that you did have a

practice of acquiring these preliminary reports

whenever you could find them. Then you would

keep them in your files and you expected that per-

haps at some future time it would be useful to you %

The Witness: That's correct.

The Court: Now supposing you paid $50 for a

preliminary report in 1946 but had no use for it

at that time and it wasn't until 1956 that you really

had use for that preliminary report. There the ex-

penditure was made in 1946, we will say, but you

didn't use the item until 10 years later.

Now, the question would be : Why isn't that the

kind of expense that you should capitalize? You

are not using up the item that you made the ex-

penditure for in the taxable year. That is the prin-

ciple on which you expense items, is that you are

using up the item. It isn't an item that has any

useful life to you over a period of years. If you

make an expenditure for something that is going
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to have a useful life over a period of ycur^, then

you must capitalize it.

So in your business it might be that some of these

expenditures would be properly expensed. If you

are going to handle an escrow in 1952 for a piece of

property located [110] on the corner of Geary and

Stockton Street and you obtain at that time a copy

of a preliminary report. You use it for that trans-

action, which you work on in 19—I have forgotten

the date.

Mr. Boyle: 1952, 1953 and 1954.

The Court : I may have taken 1953 as the year.

You pay $50 in 1953 for a preliminary report on

the piece of property at the corner of Geary and

Stockton Street, but you use it right away in that

transaction and you are paid for your services in

1953 and the transaction, as far as you are con-

cerned is closed in 1953 and you pay out some ex-

penses in connection with that transaction. Now,

all those expenses you would offset against that in-

come if the thing has been used in the taxable year.

You made use of this preliminary report in the

taxable year in connection with the particular trans-

action. All right. You expense that.

But if you were going to purchase these prelim-

inary reports for searches of title, parcels or pieces

of property here, there and everywhere throughout

San Francisco, wherever you can get them, and put

them in your files or library until such future time

as you make use of them, then it would seem that

you have there an expense that should be capitalized.
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What are you going to do about that?

Mr. Carey: If the Court please, it has been rec-

ognized by the Internal Revenue Service since 1921

as set [111] forth in OD No. 1,018, which is filed at

5 Cumulative Bulletin, Page 119, and I am quoting

this OD.

The Court : What is that, Roman numeral 5 ?

Mr. Carey: No, it is 5 CB Page 119.

The Court: Part 1 or Part 2?

Mr. Carey: I think at that time it was all one

volume, and I am quoting from that:

"Title abstract companies incur relatively large

and continuous expenditures in keeping their plants

up to date, such as the expense of adding and in-

corporating in the plant records that are being made

daily in the various Courts and in the Recorder's

Office. These records which are added to and in-

corporated in the plant for the purpose of keeping

it in an up-to-date running order and preventing

depreciation, are in the nature of ordinary and

necessary repairs. The expenses therefore incurred

in making such records are current expenses and as

such are deductible for the year in which paid or

incurred.

"

The Court : You are relying on that Office Deci-

sion?

Mr. Carey: That is correct. That is the practice,

this is the reality of the business.

The Court: Why did the Commissioner make

this determination in this case ?
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Mr. Carey: If your Honor will look at the 90-

day letter, the capital expenditure idea is an after-

thought. It [112] is not the principal ground on

which they rely. They started out believing that we

had violated the Insurance Code of the State of

California and this is in the 90-day letter.

The Court: What is your next question'?

Q. (By Mr. Carey) : To your knowledge, Mr.

Rolls, have any charges ever been placed against

any title company by the Insurance Commissioner

because of the practice of purchasing preliminary

reports ? A. No.

Q. Have any charges ever been placed against

Ray Counties? A. No.

Q. Did you purchase any preliminary reports

in the years in question from a McPhee Realty

Company? A. Yes.

Q. What company is that? Who owned the

McPhee Realty Company at that time?

A. Chester McPhee.

Q. Who is Chester McPhee?
A. He is the past Collector of Customs and is

presently the Chief Administrative Officer of the

City and County of San Francisco.

Q. Mr. Rolls, in 1952, how much, if anything,

did you pay real estate brokers for the purchase of

these preliminary [113] reports? A. 1952?

Q. Yes. A. $6,896.

Q. How did you treat that in your tax return?

A. In 1952 that amount, as I recall, was charged

off as advertising expense.
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Q. In 1953, how much, if anything, did you pay

to real estate brokers for the purchase of these re-

ports? A. $8,581.

Q. How did you treat that in your income tax

return? A. As advertising expense.

Q. In 1954 how much, if anything, did you pay

real estate brokers to purchase these preliminary

reports? A. $7,534.

Q. How did you treat that in your tax return?

A. Again as an advertising expense.

Q. Mr. Rolls, was there any reason for treating

this as advertising expenses in your tax return?

A. Yes.

Q. What was that reason?

A. We had applied in 1951, I think it was, for

a refund against a loss. In other words,

Q. A carry back refund?

A. Yes, and at that particular time, on that ap-

plication [114] for a refund for carryback loss, our

books were audited or checked by the Internal

Revenue at that particular time.

I think it was a Mr. Kewman—K-e-w-m-a-n—

I

think it was, was the gentleman who checked our

books at that particular time. Prior—I forget what

date it was—in 1952, we had been charging thai

item as a plant expense, operating expense. In the

dicussion with Mr. Kewman he asked about it and

he said, "Well, I think that rather than charging

it to plant expense, you should charge it to adver-

tising." That's why we changed from charging it

to plant expense to advertising expense.
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Mr. Carey: Thank you, Mr. Rolls. I have no

further questions.

Cross Examination

Q. (By Mr. Boyle) : Mr. Rolls, as I understand

it, you started business with Bay Counties in Janu-

ary of 1947. Is that correct?

A. No, I started with the incorporation of it in

July of 1946.

Q. When did you start business?

A. Actually open the doors?

Q. Yes. A. In September, 1946.

Q. From September, 1946, until about Septem-

ber of 1951, did you have a practice of paying ten

percent of the escrow [115] fee and title insurance

fee to real estate brokers who brought business to

Bay Counties?

Mr. Carey: I object. I don't know what rele-

vance it has. It has been brought out here that the

statute permitted this up until 1951. What rele-

vance will it have from that period on? The fact

that he complied with the law when it was lawful

to pay commissions does not have any effect upon

what he did after it was unlawful to pay commis-

sions.

The Court: What is the relevance?

Mr. Boyle: What they were doing after 1951

was the same as before. The record will show con-

tinuation of the old practice. We think the picture

presented to the Court will then be clear and dis-

tinct as to what the whole transaction was.



Commissioner of Internal Revenue 153

(Testimony of Jack M. Bolls.)

The Court: The objection is overruled.

Answer the question and then I am going to take

a recess for a few minutes.

The Witness : Where were we again ?

(Question read.)

A. I don't recall that it was 10 percent but we
did pay a commission to brokers for bringing busi-

ness to our office, yes.

The Court: Step down, please. We will resume

in a few minutes. [116]

(Short recess.)

Q. (By Mr. Boyle) : Mr. Rolls, would you pay

this commission to these real estate

Mr. Carey: I object to the use of the word

"commission." If he wants to use "sum of money"

that is fine. We have contended and we are not

going to permit questions which use the word "com-

mission". That is an attempt to trip this witness

and attempt to show that this witness is violating

the law by paying a commission.

Mr. Boyle : That is agreeable. I will change the

word.

Q. (By Mr. Boyle) : Mr. Rolls, in making

these payments to the real estate brokers prior to

1951, did you do so without regard to whether or not

you received a preliminary title report or title

policy?

A. Yes, although we requested that—we asked

the brokers from the time we started writing title

insurance that we be furnished wherever possible

preliminary reports or policies of title insurance.
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Q. You asked them for one but if they did not

have one, you made the payment to the broker any-

way? A. That is prior to 1951?

Q. Yes, prior to 1951. Is that correct? [117]

A. Yes.

Q. Did you acquire the idea of buying these

reports from a title company in San Mateo?

A. Yes.

Q. And that was the result of the law being

passed in 1951 ? A. No.

Q. When did you change your system, as you

state, from making payments to the brokers with-

out regard to title reports?

Let me ask you this, Mr. Rolls, is your system any

different today or during the years involved herein,

1952, 1953 and 1954, from the system you followed

prior to 1951 as concerns payments to real estate

brokers ? A. Yes.

Q. It is different? A. Yes.

Q. In what way is it different?

A. We were purchasing more reports in 1952,

1953 and 1954, as a matter of fact. We made a con-

certed effort to obtain reports from brokers.

Q. Were these preliminary title reports or title

policies any more valuable to you in 1952, 1953 and

1954 than they were before 1951?

A. Relative values are always the same regard-

less. [118]

Q. I believe your records show that Bay Coun-

ties had a bank account in 1952, 1953 and 1954?
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That is, you had a checking account from which you

drew checks, is that correct? A. Yes.

Q. And you made payments of certain expenses

by check, is that right? A. Yes.

Q. Why did you not make these payments to the

real estate brokers also by check?

A. It was simpler to make it by cash, as far as

the bookkeeping entries were concerned.

Q. So far as the bookkeeping entries were con-

cerned, that took two entries, did it not, a check to

Buy Counties Title which you cashed and then took

the cash and made the payment to the brokers. Is

that right?

Mr. Carey: I object. That is argumentative,

your Honor.

The Court: Objection overruled.

The Witness: May I have that question again,

just to get it read?

The Court : Read the question.

(Question read.)

The Witness: There were not two bookkeeping

entries, only one. [119]

Q. (By Mr. Boyle) : Also you had to make an

entry showing this was an advertising expense, did

you not?

A. That was done in one item, as far as the

cashing of that check was concerned, one entry.

Q. How did you make the payment in currency

to these brokers ? Did you do that personally or by

mail ? A. Personally.

Q. Did you go to their place of business?
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A. Sometimes.

Q. How much did you generally pay for a pre-

liminary title report or a title insurance policy ?

A. It varied.

Q. On what would you base your estimate of

that value?

A. Might I explain it this way?

The Court : Do you mean on what did they base

the amount that was paid?

Mr. Boyle: Yes.

The Witness: Your Honor, might I explain it

this way?
In a majority of the offices to whom we paid

money for reports, the discussion as to the payment

for reports and the obtaining of those reports was

handled usually with the owner of the office, the pur-

pose being, of course, that those [120] are their per-

sonal files where those reports or policies are filed.

That request would be made of them, if possible

that either myself or someone from our employ, a

trusted employee, could go through their files and

pull the reports from their files and in turn take

them to our office for our use. There were in-

numerable offices where the number of reports that

were pulled were in the thousands, so that the basis

of payment that was arrived at for those, in most

cases, was the fact that when they gave us business

we in turn would pay them a certain amount. If

they did not give us business and they wanted cash

for those reports, we would arrange to pay them

cash over a period of time.
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Q. (By Mr. Boyle) : Did you make payments

to any brokers in 1952, 1953 and 1954 where they

did not bring you business? A. Yes.

Q. Did you record those payments and claim

them as advertising expense? A. Yes.

Q. Will your books and records show that?

A. I don't know. They will show a cash payment

and that's about it.

Q. Are you saying that your books will show

this or won't show this?

A. They will show an amount of cash drawn,

yes. [121]

Q. Will it show a payment to a broker?

A. No.

Q. Charged as advertising expense?

A. No. It will merely show the report costs and

charged to advertising.

Q. It will show a charge to advertising expense?

A. Yes.

Q. What record will show that?

A. The entries in our daily ledger which you

looked at before.

Q. Mr. Rolls, I am not trying to confuse you,

but I believe that entries in the daily ledger mil

show payments to real estate brokers in a certain

amount and if you total all those amounts it will

come to the amount of advertising that you claimed

in each year and on which you took a deduction.

Now, I am asking you : Are there any other pay-

ments made to brokers which are not included in
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those amounts of advertising that we have discussed

before and you mentioned the amounts?

A. No, they are all included in the figures there.

Q. Then, in other words, whatever payments you

made to real estate brokers in 1952, 1953 and 1954

will be reflected in the broker account, is that right?

A. Some of those will not show the broker to

whom we [122] made the payment, where we did

not get business from them, or, in other words,

those are not—excuse me, you are getting a daily

ledger sheet confused with those. Those are our

daily ledger sheets. These others are merely a per-

sonal record of the volume of business received

from all real estate offices.

Q. Now, you have said the amounts that you

paid to these individual brokers did bear a rela-

tionship to the amount of the escrow fee involved

in the transaction which they later brought in. Is

that correct?

A. The only basis on that was the fact that we

received a certain amount of business from them

and in turn had agreed to purchase reports or had

received reports from them for which we were go-

ing to pay them and depending on the number of

reports which we received, they received payment

spread over a period of time.

Q. Was there a relationship between the amount

you paid the broker and the amount of the escrow

fee?

Mr. Carey: I object to that on the grounds that

if he is asking what the records will show, that the
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records would be the best evidence of that fact and

this witness should not be requested to recall every

entry in his books to show what these records would

show in the amount of relationship.

Mr. Boyle: I am asking for this witness's [123]

understanding of the matter.

Q. (By Mr. Boyle) : Do you understand that

there was a relationship?

A. There might have been, yes, but it was not

too definite.

Q. Would this relationship exist irrespective of

the number of preliminary reports or title policies

that might exchange hands?

A. No, not necessarily.

Q. In other words, were you paying these bro-

kers on the basis of valuing each specific report or

policy ?

A. I would say on the number that they gave us.

Q. Then my next question is the same as before.

There was no connection between the amount paid

and the number of reports that you received, is that

correct ? A. Yes.

Q. What was that connection?

A. Well, as I say, in one office we picked up

about 5,000 reports, a little over 5,000 reports.

Q. What did you pay for those 5,000 reports?

Mr. Carey : If you recall.

The Witness: I don't recall.

Q. (By Mr. Boyle) : Take another office in

which you supposedly bought five reports, On what
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would you base your estimate of value [124] on the

five? A. I don't know.

Q. In other words, you do not recall and you

were the buyer of these reports, you do not recall

ever putting a value on a single report as such. Is

that correct?

A. Oh, yes. I have put a value on a single report

or a policy.

Q. I am asking you for that. What value did

you put on any one?

A. I don't recall the exact value right now on a

particular transaction.

Q. You do not recall the exact value of any

report, is that right?

A. The exact value—I know that there are or

there has been exact values put on some reports,

yes.

Q. What was your mental computation that you

went through in arriving at a value, if you do not

recall the specific figure, what was your method of

putting a value on a report or a number of reports?

A. The location of the property within the City

and County of San Francisco. There were certain

areas in San Francisco which the background of

titles is quite complicated and reports or title

starter reports or policies within those certain areas

are more or less invaluable, as far as that value to

us is concerned because they contain information

which [125] is difficult to obtain.

Q. Then you are telling the Court that these

records will not show any definite percentage, if
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the amount paid to the broker is related to the

escrow fee? A. I didn't say that.

Q. Do you think there will be a percentage

relationship %

Mr. Carey: I object. He is asking what he thinks

and the records will show that and the best evi-

dence rule says that it should be obtained from the

records themselves, not from this witness.

Mr. Boyle: Now, the witness is testifying, your

Honor, that he placed a value on each specific re-

port and I am asking him

Mr. Carey: The witness did not so testify and

the question was asked several times. The witness

was asked what the mechanics of valuing particu-

lar reports were and he explained what he went

through to arrive at a value.

Q. (By Mr. Boyle) : Do you think there is a

connection between the amount paid the individual

broker and the amount of the escrow fee of the

business brought in by that broker?

Mr. Carey: I object to that on the ground that

the best evidence rule, your Honor,—the records

are available. If counsel wants to put them in evi-

dence to show a relationship, he has every privilege

of doing so but that is a matter [126] of proving

the records.

The Court: The objection is overruled. The wit-

ness is the head of a business. He owns the busi-

ness and he ought to know what his general proce-

dure is and I would think that his knowledge would

be the best evidence.
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Q. (By Mr. Boyle) : Did you keep a business

record of these broker accounts?

A. Now, do you mean by a "business record" a

ledger, a regular bookkeeping entry"?

Q. Yes. A. No.

Q. Do you have an account here in Court which

will show the escrow transactions with specific bro-

kers and the amounts paid to those brokers'?

A. It will show all brokers that we dealt with

during a period of a month.

Mr. Boyle: May I have that set of records'?

I will ask that this be marked for identification

as the Respondent's next in order.

The Clerk: E for identification.

(Respondent's Exhibit E was marked for

identification.)

The Court: What was 4 for identification? It

hasn't been received in evidence. [127]

Mr. Carey: Not yet.

The Court: Are you going to offer it later?

Mr. Carey : I will offer it later, that is right.

The Court: What is it?

Mr. Carey: It is the opinion of the Legislative

Counsel concerning the interpretation of Section

12404 of the Insurance Code.

The Court: Go ahead.

Mr. Carey: We will stipulate that those can be

admitted into evidence as having been prepared by

Mr. Rolls and kept by Mr. Rolls.

The Court: I find that arrangement very trou-

blesome later. Then the Court is given the job of
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trying to read the record and even if you are will-

ing to stipulate that that can be admitted in evi-

dence the Court will have to have testimony about

it. I think you ought to proceed in the usual way.

Don't be thrown off your course by that offer to

stipulate. Go ahead.

Mr. Boyle: I merely wanted to put them in evi-

dence and then question the witness.

The Court: Get it identified for the record so

I know what it is, I don't know what it is and the

record won't show what it is.

Q. (By Mr. Boyle) : I show you Respondent's

Exhibit E for identification [128] and this consists

of some 20 pages running from the month of Jan-

uary, 1952, through December of 1954. I ask you

if that is the broker account to which you just

referred ?

A. That is correct. This is my personal record,

broker account record.

Q. Directing your attention specifically to the

first page which contains entries for the month of

January and February, 1952

The Court: It isn't in evidence yet. Before you

offer it in evidence you have got to find out what

it is. He said that those are his personal records.

They are yellow sheets of paper and they don't

seem to have come out of any accounting book.

The Witness: They did not, your Honor.

The Court: Who maintained those records'?

The Witness: I did, your Honor.

The Court: You kept them in your office?
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The Witness: Yes, your Honor.

The Court: But they are records in connection

—maintained in connection with this business, is

that correct?

The Witness: With the volume of business re-

ceived from brokers.

The Court: And is there any other account in

the company's books relating to the business with

brokers %

The Witness : I have what is called a little black

[129] book which also has records as to brokers.

Q. (By Mr. Boyle) : But there are no pay-

ments in that book, are there, no figures?

A. There are no figures. Well, there are figures

as to numbers of transactions, yes.

Q 1

. But Exhibit E for identification is the rec-

ord which will directly relate to the issue before

this Court, namely, the so-called advertising ex-

penses that were deducted and which were made up

of payments to real estate brokers in the years in-

volved. Is that correct? A. Yes.

The Court: All right. Offer it.

Mr. Boyle: I offer in evidence Respondent's Ex-

hibit E for identification.

Mr. Carey: No objection.

The Court: Without objection, Exhibit E is re-

ceived in evidence.

(Respondent's Exhibit E was received in evi-

dence.)

Mr. Boyle: I ask permission to withdraw this

and submit photostats, if they can be made.
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The Court: Yes.

Mr. Boyle: It is also understood that the parties

will attempt, to put in some schedule form this

information. [130]

Mr. Carey: That is agreed.

The Court: That is going to be required by the

Court.

Mr. Carey: The parties have discussed this and

we will attempt to do it satisfactorily to all parties

and do it before the Court leaves this session.

Q. (By Mr. Boyle) : Mr. Rolls, I show you Re-

spondent's Exhibit E and direct your attention to

the page which contains entries for January and

February, 1952, and I will ask you to state what

information is contained on any particular line of

that page. For instance, the first line is—skip that

and let's take line 4. "Earl Realty." Do you see

that? A. Yes.

Q. Now, was Earl Realty a broker, a real estate

broker ?

A. Real estate brokerage firm, yes.

Q. Now, I notice some figures in black ink.

What do those represent, the first set of figures

after the name "Earl Realty" in black ink? What

are those?

A. Those are amounts involved in transactions

that were closed by that particular office.

Q. Then the next figure is red, figure $452.75.

What does that represent?

A. That represents—without adding it again

—

it should represent the total, I think. [131]
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Q. It should represent the total of the; black

figures? A. I think so.

Q. Then underneath that is the figure $113 in red

and also circled with a red pencil. What is that

figure?

A. That was the amount that was paid to the

real estate office for the reports.

Q. To Earl Realty? A. Yes.

Q. And at that time?

A. Well, it might not have been paid in Janu-

ary. It might have been paid in March or April or

something.

Q. Now, a similar set of figures in black ink

and red ink follows most or at least a great num-

ber of the names on this sheet. If I asked you the

same questions, would your testimony be the same

with regard to those figures?

A. I think it would be, yes.

The Court: This relates to the taxable year?

Mr. Boyle: 1952.

The Court: One of the taxable years and the

Petitioner admits making certain payments, isn't

that correct?

The Witness : Yes, your Honor.

The Court : The total amounts that are involved

in this case are admitted to have been made by the

Petitioner?

Mr. Carey: That is correct.

The Court: The question is to determine [132]

what the nature of those payments is, for one thing,
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and two: whether they can be capitalized or ex-

pensed. That is the way our issue has shaped up.

Mr. Carey : Yes, your Honor.

The Court: Now, you have this record. Let me
ask you this question: Am I to understand that we
obtain from Exhibit E the individual payments

which aggregate the total amount involved in each

one of the taxable years in this case %

Mr. Boyle: Yes, your Honor. That is my under-

standing.

The Court: Have you ever added them up?

Mr. Boyle: The revenue agent has and he says

that they will total out. He is here in court.

The Court: Well, now, did the revenue agent in

making his audit and writing up his report take

figures that were charged to advertising expense

from other ledger sheets than this particular record

which is now Exhibit E?
Mr. Boyle: No, your Honor. That report con-

tains no reference to any other, if any, so-called

advertising expenses.

The Court: Well, I understand that Exhibit E
shows amounts that were x>aid to brokers. Is that

right, Mr. Rolls?

The Witness: Yes, your Honor. It shows certain

amounts were paid to brokers. In other words,

this is a record of what business was received from

brokers. Some were [133] paid for preliminary re-

ports and others were not,

The Court: Well, then, it shows in the instances

where payments were made, it shows them?
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The Witness: Yes.

The Court: It shows that they were made and

you have said that all of those payments were

charged to advertising expense ?

The Witness: Yes, your Honor.

The Court: "Well, the record which you have in

front of you, Exhibit E, is not a record maintained

in an accounting book?

The Witness: No, your Honor.

The Court: Whereas an account for. advertising

expenses is an account which you maintained in an

accounting book. Well, now, are these figures of

payments to brokers which are shown on Exhibit

E entered somewhere in the regular books as ac-

counting expense?

The Witness : Merely the total, your Honor.

The Court: Total for what?

The Witness: The total amount paid.

The Court: For the month, year or what?

The Witness : For the month, each month.

The Court: For each month. Well, do you have

here then the advertising expenditures account?

Mr. Carey : Yes, your Honor. These are the daily

ledger sheets. [134]

The Court: ISTow, those are daily ledger sheets.

Mr. Carey: It is a single entry bookkeeping

system.

The Court : Would Mr. Rolls's statement be cor-

rect that we would find one figure there as a

monthly figure?
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Mr. Carey: Yes, your Honor. There would be

one figure for the month and a typical month which

would be drawn to cash or to Bay Counties Title

Guaranty Company, which would be labeled.

The Witness: I think on that particular one, it

goes over to the next, in February.

The Court: Then I think we ought to have the

ledger sheets marked for identification as Exhibit

F so that we can get a few examples where we

traced this matter from the work sheet record to

the accounting record.

Mr. Boyle: Possibly I can obviate this if I ask

the witness this question.

Q. (By Mr. Boyle) : These daily ledger sheets,

just referred to, will only show a check drawn to

Bay Comities Title Company, will they not?

A. That's correct.

O. They will not and that entry was prepared

after Respondent's Exhibit E %

A. Was totaled.

Q. Was totaled, yes, and therefore the daily

[135] ledger sheets will not really add anything

other than show the amounts paid to brokers were

paid in cash.

The Court: They will show the way it was done.

Mr. Carey: I think, your Honor, that they will,

and if Respondent does not offer them—I am out

of order—but I would be happy to offer them as

Petitioner's next in order with permission to with-

draw them and prepare summaries.
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The Court: I will accept them as Petitioner's

offer. That would be Exhibit 5 and it is received

in evidence.

(Petitioner's Exhibit No. 5 was marked for

identification and received in evidence.)

Mr. Carey: There are three groups of ledger

sheets.

The Court: For the taxable years?

Mr. Carey : For the three taxable years.

The first one is denominated "Photographic and

Plant Expense." The second one is "Advertising

and Entertainment/' and the third one "Advertis-

ing and Entertainment," on the top sheets and we

will prepare summaries which Respondent may
have every opportunity to check against the orig-

inal records and ask that this summary from these

be Petitioner's next in order.

The Court: It will be made part of Exhibit 5,

I think.

Mr. Carey : Thank you, your Honor. [136]

Q. (By Mr. Boyle) : Mr. Rolls, Respondent's

Exhibit E consists of 20 pages running from Jan-

uary, 1952, through December, 1954. If questions

put to you with regard to what appears on each

page were the same as were put to you with regard

to the first page for the months of January and

February of 1952, would your answers be the same

as they were in explaining what these pages con-

tain?
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A. Yes, I think they would. I haven't looked

at them thoroughly, each one, but I presume that

each one discloses the same information.

Q. Does Bay Counties Title and Insurance Com-
pany have any record

Mr. Carey: I object to that. There is no such

company as Bay Counties Title and Insurance Com-
pany.

The Court: Do you want to change it to the

Petitioner ?

Mr. Boyle: Yes.

Q. (By Mr. Boyle) : Does the Petitioner have

any record which will show the specific title reports

or title insurance policies purchased from any par-

ticular broker? A. No.

Q. There is no record in existence which will

show from whom any particular title report or title

insurance [137] policy was purchased, is that cor-

rect?

A. Other than the reference in each preliminary

report to whom it is addressed and even that

might not be correct as to from whom it was re-

ceived.

Q. How many of these preliminary reports or

policies did Bay Counties purchase in 1952 ?

A. I really don't know. I don't recall.

Q. In 1953 or 1954?

A. I don't recall any of the years. Of course,

it's been accumulated over a period of time and

it would be a problem of segregating them and all.
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They pile up to a point and then they go through

them so there's really no way to say.

Q. Approximately how many escrow transac-

tions did the Petitioner handle in 1952?

Mr. Carey: I object to that on the grounds that

the records will show that.

Exhibit E in evidence, it has been testified, would

show every escrow that was handled in each month

of 1952, 1953 and 1954.

The Court: Is that what Exhibit E will show?

Mr. Carey: From every source, is that correct?

The Witness: ISTot necessarily. That is merely a

record of real estate transactions. We handle ac-

commodation escrows and other escrows, so the vol-

ume of orders that you [138] are talking about

would not coincide with that either, you see, and

I couldn't give you those figures because I'd have

to go back and check the books.

Q. (By Mr. Boyle) : As a general rule, did the

title report or title policy which you acquired relate

to the property involved in the specific transaction

or escrow transaction being handled at that time?

A. Sometimes yes, sometimes no. I mean it is,

as I say—we requested and have always done it up

to—we still try to get them but we don't make as

concerted an effort due to the fact that we have

acquired so many of them over a period of time.

Q. Would you say that the bulk of the reports

and policies you have acquired or did acquire in

the years before the Court, would you say that the
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bulk of those did not relate to any specific escrow

transaction? A. Oh, yes.

Q. You would say that they did not relate?

A. Did not relate.

Q. If this particular report or policy did not

relate, how did you know that you were not buying

a duplicate of something you already had?

A. We could have bought duplicates. However,

you see, the peculiar thing is this: That merely adds

strength to the [139] records that you already have.

In other words, if you have a record or report

dated in 1948 from California Pacific Title Insur-

ance Company and subsequently we get a duplicate

report from.—or a policy, from City Title Insur-

ance dated in 1953, true, there is a duplication.

However, there is a gap in there which they have

covered and it merely brought our plant more cur-

rent, you see.

Your Honor, can I do a little explaining in con-

nection with these reports? I think what you are

getting at—

—

Mr. Boyle: Unless your Honor wants it, I am

finished. Unless you want him to go ahead, I would

just as soon go on.

The Court: Can you make a note of what you

want to explain and perhaps go into it later. This

is cross-examination and ordinarily we think it is

not a good idea for a witness to volunteer anything

at any time but particularly not when he is being

cross-examined.

The Witness: I see.
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Q. |
By Mr. Boyle) : Now, in a ease where you

buy a report or a policy which is not involved in a

pending' eserpw, is it possible that that particular

rt or policy might not be used until 1975 or

1980 I Is that possible? A. It is possible.

Q. And it is possible, too, that it may never be

I in the lifetime of your company. Isn't that

possible* [140]

A. Depending on what our volume of business

is. yes.

0. How many pieces of property do you under-

stand there are in the City and County of San

Francisco ?

Mr. Carey: I object to that. I think that has no

relevancy to this proceeding in any way. shape or

form.

The Court: Objection overruled.

A. That would be merely a guess. I couldn't

even hazard a guess.

Mr. Boyle: I will supply the information. They

have <:»n the real estate, there are approximately

157,000 separate parcels or lots.

Mr. Carey: If counsel is testifying now I request

he be put under oath.

The Court: I can't pay any attention to state-

ments made by counsel. I can't make any finding of

on statements made by counsel.

Q. (By Mr. Boyle) : Mr, Eolls. did Bay Coun-

ties have a title report or title x^olicy on every lot

in the City and County of San Francisco in 1952

!

A. No.
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Q. 1953? A. No.

Q. In 1954?

A. No. [141]

May I understand that question to be sure that

my answer was correct? You asked if Bay Counties

Guaranty Company had either a report or policy

of title insurance on every piece of property in

the City and County. No. That is correct, it did

not.

Q. Now, on direct examination some point was

made about the fact that Petitioner had a record

of the record owner of every piece of property in

the City and County of San Francisco. Was that

the testimony? A. Yes.

Q. Was that the answer? A. Yes.

Q. But that information did not enable you to

show that the record owner had good title, did it?

A. It might, yes.

Q. By knowing the person in whose name the

property rests, is that sufficient to show that he has

good title?

A. Your Honor, excuse me. To get into a com-

plete discussion of how a title insurance company

operates, it would take a long, long time and the

basis on which reports are made. Yours is a ques-

tion which becomes quite involved. I could go in

and explain the procedure.

Q. From some place in the petitioner's books

and records, you know who is the record owner of

each piece of property, isn't that what you testi-

fied to? [142] A. Yes.
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Q. Could you recommend the issuance of a title

insurance policy on that information alone?

A. Oh, no.

Q. No, you could not?

A. No. Or, excuse me. If you wanted to, you

could. A prudent

Q. You do not?

A. company insuring titles does not do that.

Q. What additional information is necessary to

issue a title insurance policy?

A. A complete search of the records affecting

the particular piece of property involved, together

with the search of the records of the ownership so

the individuals who have had ownership of that

property over a period of years and examination

of all of those documents, instruments, that af-

fect

Q. That is called abstracting the title, is it?

A. That is abstracting it. It can be, if an ab-

stract is made of each document, yes.

Abstracting is making a copy of each recorded

document.

Q. And then searching?

A. No, the searching is locating the documents

and abstracting is copying those documents. [143]

Q. What do you call the opinion that the title

is good down to the last grantee?

A. That is the examiner's report of title and is

the basis on which a preliminary report is issued

by the company, stating that as of a certain date

a particularly described piece of property is vested
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in a certain name subject to certain objections or

clouds on the title which can be of various nature.

Q. Does a title report or title policy serve the

same purpose as the work of abstracting the title?

I mean, did you not testify that it is not necessary

to abstract the title back beyond a title report or

a title policy that you already have acquired?

A. That is true in some cases, yes.

Q. Well, then

A. That is what we call a starter.

Q. So your starter serves the same purpose as

if someone were put to the effort of abstracting the

title back beyond that, is that correct?

A. That is correct.

Q. However, if you do get a starter it is always

necessary to bring the state of the title up to date?

A. Bring it current.

Q. Is that correct? A. Correct. [144]

Q. Now you have some 33 employees, you stated.

How many of those people are involved in searching

title for abstracting?

A. Well, now, that are involved in—well, it all

goes in as part. In other words, maintenance of

plant, searches and all the rest is all part of it.

Q. Just approximately. A. 13.

Q. Now, the salaries to those people and the

other expenses involved in their work are consid-

ered as current expenses of the business, is that

correct? A. Yes,

Q. Are you familiar with the Maclnerney Act?

A. Yes.
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Q. That refers to the fire and the earthquake,

right? A. Correct.

Q. Now, did you testify that Petitioner ceased

making payments to brokers in about 1955 ?

A. I didn't testify anything.

Q. Does Petitioner still make these payments to

brokers'? A. No.

Q. When did they cease?

Mr. Carey: I object. That has no relevancy to

this case. We are concerned with expenditures 1952,

1953 and 1954. It is admitted by everyone that they

were made in those years, [145] The testimony is

for that purpose.

The Court: Objection overruled.

Q. (By Mr. Boyle) : Why did you stop making

these payments?

Mr. Carey: I object to that on the ground that

it calls for a conclusion of the witness.

Mr. Boyle: I believe this witness

The Court: He is qualified to answer that ques-

tion. Objection overruled.

A. Because as I recall, the problem came up

with the gentleman from the Internal Revenue De-

partment. We just stopped from that time on until

this thing is decided.

The Court: That would be in what year?

The Witness: I think it was 1955, sometime in

1955.

The Court : Since this audit was made and these

deficiencies determined, you have stopped making

payments to real estate brokers?
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The Witness: Once the gentleman from the In-

ternal Revenue Department came in and raised the

question on the thing, we stopped immediately,

right now.

The Court: That would be in 1955?

The Witness: As I recall, I am not positive of

that, your Honor. [146]

Q. (By Mr. Boyle) : Does the importance of

whether you acquire these preliminary title reports

or title policies turn upon whether they are allowed

as a deduction to you? That is, does the payment

to brokers which you have alleged is for the pur-

chase of preliminary title reports and policies, do

those payments—or does the importance of making

that purchase and acquiring these reports turn upon

whether or not you are going to be allowed a de-

duction for making those payments? Am I confus-

ing you, Mr. Rolls?

A. In other words, are you asking the question

—I have got lost, your Honor, there. But perhaps:

—

see if I can get your thought.

The Court: You may in this instance question

counsel. We don't ordinarily do that but you don't

understand the question. Tell him what you don't

understand or ask him to repeat the question.

The Witness: Are you asking if it is still im-

portant as far as we are concerned that we be able

to purchase these reports?

Mr. Boyle: That is one question, yes.

The Witness: Yes, it is.
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Q. (By Mr. Boyle) : Why did yon stop making

those purchases then when the Internal Revenue

entered the picture?

A. Because a question was raised and we weren't

[147] going to involve or obligate ourselves or have

any additional problems until this is determined.

That is one reason we are in Tax Court, your

Honor.

Q. In other words, if you are not allowed this

deduction you just won't buy reports, title reports

or title insurance policies, any more? Is that right?

A. We may be able to find, some other way of

doing it. That I don't know. We will have to have

some determination on that, of course.

Mr. Boyle: I only have a little more.

The Court: I understand, Mr. Rolls, that you

are interested in whether this Court will make a

determination that no part of these payments in

the taxable years constituted rebates in escrow fees

to brokers?

The Witness: Or a capital expenditure, your

Honor.

The Court: Well, now, you could and might

continue to make these payments for preliminary

reports whether or not you could expense them or

had to capitalize them. Isn't that right? Counsel

has just asked you about whether or not you dis-

continued making these payments at some point

and you said you did when the revenue agent came

in and that was sometime in 1955.
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The next question is: Well, don't you need these

preliminary reports and you say yes. And then the

next question: Why did you stop making the pay-

ments that are [148] involved here or the type of

payments that are involved here, and your answer

was that you decided not to make any of these pay-

ments of this kind until after this matter is de-

cided in the Tax Court.

Do you mean to say that if we should hold that

payments of this type have to be capitalized that

you will not make them any more?

The Witness : I don't hold that, your Honor, but

we'd like a determination of exactly what our posi-

tion is going to be in respect to purchasing those

reports.

The Court: Yes, you may want to know that for

purposes of accounting and tax deductions on your

returns.

The Witness : That is correct.

The Court: Am I to understand that apart from

that you are interested in getting this Court to de-

cide whether the payment in question in fact repre-

sented rebates of escrow fees'? Is .that why you are

interested in this case in this Court?

The Witness: No, your Honor, we contend that

they are not. We have contended all along that they

are not. That is the Government's position, that is

not our position.

The Court: 1955 apparently is the time when

this audit was made. This is getting toward the end

of 1958. That is three years. In the meantime, since
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1955, have you been able to get any preliminary

reports? [149]

The Witness : Yes, your Honor.

The Court.: How did you get them?

The Witness: On an understanding that they

would give them to us

The Court: Gratis?

The Witness : Gratis until such time as we would

be able to make some determination of payment for

them.

The Court: Your next question.

Q. (By Mr. Boyle) : Mr. Rolls, I show you

Petitioner's Exhibits 2 and 3 in evidence and ask:

Do either of those exhibits show from whom the

preliminary report- or title insurance policy was

acquired? A. No.

Q. Does it show the amount paid ? A. No.

Q. Does it show when the Petitioner acquired

those reports or policies? A. No.

Q. Now, in my opening statement I said you

had no way of assembling, identifying or screening

these reports or policies and I was referring to the

issue in question here, whether you could do so

with regard to the acquisition of those reports or

policies from any particular broker. Your testi-

mony is that you cannot relate any policy or any

report [150] to any particular broker. Isn't that

correct ?

A. That's correct, yes, because once they are

integrated in our system I have no way of going

back and recalling from whom we got them.
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Q. Mr. Rolls, what differentiates, if it does, the

type of information which you acquired and placed

in your plant in 1947 through 1951, and the type

of information which you acquired in the years

1952, 1953 and 1954, specifically this type of infor-

mation on these preliminary title reports or pol-

icies %

The Court: What is the question'?

Mr. Boyle: What differentiates the information,

that is, the reports and the policies prior to 1951

and after 1951?

The Court-: There might not be any differen-

tiation ?

Mr. Carey: What difference would that make? I

think it has no relevancy.

Mr. Boyle: They said they capitalized it prior

to 1951 and they did not do so afterwards.

The Court: Did you capitalize these amounts

prior to 1951 ?

The Witness: Yes, your Honor.

The Court: Why don't you just ask him a direct

question as to why he did. Why did you capitalize

the payments in question prior to 1951 and then

expense them after 1951 % [151]

The Witness: Well, your Honor, let me explain

it this way. As I originally did in connection with

our competing for title insurance business in San

Francisco. In order to equally or semi-equally com-

pete with the other title insurance companies in

San Francisco, when we first opened our business

they, as I originally said, said that we would not
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last six months. We had the opportunity of being

able to write title insurance and subsequently

started our title plant. The other companies threw

up to the lending institutions in this area and to

prospective clients the fact that we did not have

a title plant. In furnishing a financial statement to

various lending institutions in connection with our

business, in order to request that they accept poli-

cies of title insurance issued through our office, if

they did not see, and our initial ones in the begin-

ning of 1947 did not show any amount for title

plant, they said then, "Well, you don't show any

amount for title plant. How do we know that you

have one?"

So we voluntarily started to capitalize our title

insurance plant or our title plant at that time. I

believe that from the point of view, as Mr. Bass

originally pointed out, if we wanted to do what they

call hat searching, we could insure titles without a

title plant.

The Court: What kind of searching? [152]

The Witness: Hat searching, doing searching of

records without the benefit of a title plant.

The Court: All right. You gave that explanation

before. So that enabled you to show an amount on

your balance sheet for your plant?

The Witness: Right.

The Court: Well, now, get back to counsel's

question. That was the reason why you say you

capitalized these expenditures up until 1951.

The Witness: Right.
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The Court: Why didn't you continue to capital-

ize them?

The Witness : Because at that particular time we
had arrived at a capitalization of $25,000 which was

our originally incorporated capital stock amount

and according to the Insurance Code requirements

as far as title insurers are concerned, the maximum
that they can capitalize is 50 percent of their capi-

tal stock and we felt that we might

The Court: Go over your 50 percent?

The Witness: Over 50 percent as just a title

company and we felt that we would limit it to our

capitalization because we might be getting into a

problem with the Insurance Commissioner, being an

underwritten agency, if we went over that. We
weren't sure.

The Court: All right. [153]

We will go back to Mr. Boyle's question. Was
there any difference in the nature of your records

before 1951 and after 1951?

Mr. Carey: I think if the Court please, that was

not the question.

The Court: That is what he is trying to get out.

He asked how he could differentiate.

Mr. Carey: Between the title information that

you acquired when you capitalized it and the title

information you acquired when you expensed it.

The Court: All right. That is the question.

The Witness: There was really no differentia-

tion as far as I was concerned, your Honor. It con-

tinued to be an expense.
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The Court: The information was just the same?

The Witness : The information was just the same.

It was maintaining a current plant, your Honor.

The Court: That information you considered as

maintaining ?

The Witness : Yes, your Honor.

The Court: An established plant?

The Witness: Can I expand on that particular

thing a little bit as to why these reports should not

be considered as a capital expenditure?

The Court : This is argument and if your counsel

[154] wants to add to your opinion about it he

will ask you, but in the Court proceeding the wit-

ness isn't supposed to volunteer these things. It de-

lays us, for one thing.

What other questions have you, Mr. Boyle?

Mr. Boyle: That is all. Thank you, your Honor.

Mr. Carey: I have just a couple of questions.

The Court : Do you want to give your witness, an

opportunity to get this off: his chest?

Mr. Carey: Yes, I am going to.

Redirect Examination

Q. (By Mr. Carey) : Mr. Rolls, would you ex-

plain, as an expert in the title business, why the

cost of acquiring preliminary reports and title in-

surance policies to use as starters is a proper cur-

rent expense or expenditure for plant maintenance

as opposed to a capital expenditure to build a

plant?
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A. Well, the building up of a plant may take

ten years or twenty years, depending on the re-

quirements and the individuals involved, but this

particular situation is what I was trying to get

at, your Honor, is this: That is, if our company

wanted to, which we did in many cases when we
were not overly busy, put our searchers to work

searching back the records for pieces of property

in San Francisco and bringing them up current as

of that particular date when they were doing the

work, so that when we got an order on that [155]

particular piece of property we would have a cur-

rent record as of a certain date and they main-

tained those records currently right on up. The

basis of that is the fact that that does not have

to be done. They do not take the time of a searcher.

Perhaps we paid—as you asked me a moment ago

for a specific amount, Mr. Boyle. Perhaps we paid

$50 for a preliminary report of title or a policy of

title insurance. If that were, say, three years old,

back in 1955, we could use that as a starter and not

have to go back from 1955 perhaps to 1906, which

would involve hours of time of a searcher to do

that and the cost of a searcher averages about $2.50

to $2.75 an hour and a full time search will take

anywheres from—we have had them as high as 10

or 15 hours or better than that. So that perhaps

the payment of a $50 fee for one report which

would eliminate the cost of going back, you see.

Therefore, it cuts down our operating expense and

it maintains our plant current on that basis as of

that particular time.
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Q. Mr. Rolls, a point was made that you might

buy a particular insurance policy or preliminary

report today and pay for it $50 but that you might

never issue a title insurance policy on that particu-

lar piece of property. Your answer was that that

was correct, that you might never use that particu-

lar piece of title information.

Now, would your answer be the same with regard

to the abstract of a deed that is filed today in the

office of [156] the County Recorder of the City and

County of San Francisco, that you might well never

use that information that could be obtained from

that deed %

A, That is true. In other words, if you don't

have a title plant which is maintained by your cur-

rent recordings, and no title company in San Fran-

cisco regardless of how long they have been here

has ever had a search on every piece of property

in San Francisco. In other words, your permanent

cost of maintaining your plant—again you could

say it was a capital expenditure because you may
never use them. It is an operational hazard.

Q. Would your answer be the same as to the

records you are taking currently from the Court in

San Francisco, from the Recorder's Office in San

Francisco and these records that are daily occur-

rences. Some of those may never be used by you,

is that correct? A. That is correct.

Q. But as a practical business matter you have

to have them, is that correct? A. Yes.
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Q. Mr. Rolls, I believe the question was asked

you concerning the reason for your ceasing to buy

preliminary reports and title insurance policies.

How large a deduction did you take in 1952 for this

purchase of preliminary reports and title insur-

ance reports? [157]

Mr. Boyle : That has been stipulated to, Counsel.

Q. (By Mr. Carey) : What effect, if any, would

the size of that deduction have upon your adminis-

trative decision to purchase or not to purchase'

—

I mean assuming that you could not deduct that

amount of money, would it have any effect upon

your decision whether to buy these reports or not?

A. No.

Q. If you are not allowed to deduct them, you

would continue to buy them?

A. We would have to capitalize them if neces-

sary. I mean these people are giving them to us

gratis now.

Q. I believe you testified, Mr. Rolls, that prior

to 1951 you paid commissions to real estate brokers?

A. Yes.

Q. What commissions to real estate brokers, if

any, did you pay after 1951 ? A. None.

Mr. Carey : That is all.

Mr. Boyle: I just have one question.

Recross Examination

Q. (By Mr. Boyle) : Did you pay your search-

ers the same salary whether they are searching or

they are not searching?
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A. They are on a monthly salary. [158]

Mr. Boyle: That answers it. That is all.

Mr. Carey : That is all, Mr. Rolls.

The Court : All right. You may step down.

(Witness excused.)

Mr. Carey: I would like to call Joseph S. Rogers.

Whereupon

JOSEPH S. ROGERS
was called as a witness on behalf of the Petitioner

and, having been first duly sworn, testified as

follows

:

The Clerk : State your name and address for the

record.

The Witness: Joseph S. Rogers, Peart, Baraty

and Hassard, 111 Sutter Street, San Francisco 4,

California.

Direct Examination

Q. (By Mr. Carey) : Mr. Rogers, what is your

occupation? A. Attorney-at-law.

Q. How long have you been an attorney-at-law?

A. Sixteen years with the exception of World

War II and the Korean War.

Q. You are a member of what bars?

A. California, San Francisco, American, Tax

Court, and one or two others perhaps.

Q. What relationship, if any, do you have to the

Petitioner in this case? [159]
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A. We are the General Counsel for the Peti-

tioner, Bay Counties Guaranty Company.

Q. How long have you been General Counsel?

A. Since its incorporation in 1946.

Q. What other, if any, people dealing with real

estate do you represent?

A. Yes. We represent Pacific Coast Title Insur-

ance Company of Utah and California, and we rep-

resent Multiple Listing Service of San Francisco.

Q. Did I understand you to testify that you were

in the Korean War? A. Yes, that is right.

Q. During that period of time you did not give

any advice or did not represent the Petitioner?

A. No, that is correct. So I was in the Korean

service and completely separated from the practice

of law during the period of

The Court: All right, That will do. I under-

stand. He is a lawyer admitted to practice. What

questions do you want to ask him?

Q. (By Mr. Carey) : Directing your attention

to Petitioner's Exhibit 4 in evidence, do you recall

the occasion for acquiring possession of that or a

copy of that ruling, Mr. Rogers?

A. I do. [160]

Q. What was that occasion?

A. There was some discussion concerning the

purchase of preliminary reports or policies of title

insurance from brokers or lending institutions and

before we continued we wanted to have a determi-

nation by an official of the State of California as

to whether or not the purchase of preliminary re-
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ports or policies of title insurance would be in vio-

lation of any California statute. I had learned that

such an opinion had been rendered at the request

of Senator Thompson and I obtained a copy of

that opinion.

Q. Is that a copy of the opinion which you have

in your hand which is Petitioner's No. 4 ?

A. It is a copy, a photographic copy of the opin-

ion signed by Mr. Bernard Czesla who is in the of-

fice of the Legislative Counsel, Mr. Ralph N. Kleps.

Q. Was Ralph N. Kleps the Legislative Counsel

during the period in question'?

A. Yes, he was.

Q. Was Mr. Czesla, to your knowledge, one of

his deputies? A, He was.

Q. Based upon this opinion and other opinions,

did you give your client some advice concerning this

practice of purchasing preliminary reports and title

insurance policies from real estate brokers? [161]

Mr. Boyle: Whether he did or didn't would be

completely irrelevant and immaterial. Whether he

did or not advise them wouldn't make any differ-

ence to this case.

The Court: Objection overruled. You may an-

swer the question.

A. Yes. Based on this opinion and other factors

we did give such an opinion to our client.

Q, (By Mr. Carey) : What was your advice?

A. Our advice to Bay Counties was that their

acts in conformity with this letter of opinion writ-
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ten to Senator Thompson were not in violation of

any California statute.

Q. Did you satisfy yourself that this opinion

had actually been rendered by Mr. Kleps's office
1

?

A. I did.

Mr. Carey : That is all, Mr. Rogers, at this time.

If the Court please, I will offer this Petitioner's

No. 4 in evidence.

Mr. Boyle: I object to the introduction of Ex-

hibit 4 for identification in evidence. It is irrelevant

and immaterial and has no probative value because

it is not based on the facts of this case but on

some other hypothetical situation. Furthermore, it

is hearsay. The man who wrote it is available. He
is in the state and could have testified. We had no

chance to cross-examine him with regard to that.

[162] In the third place, it invades the province

of the Court, It is up to this Court to determine

what, if any, violation there has been and it would

be of no value for that reason.

The Court: I don't think it is up to this Court

to decide whether there has been a violation of this

statute. I think there seems to be at issue in this

case under one of the questions and it is up to the

parties to present evidence on the question.

Mr. Boyle: I don't believe that would do it.

The Court: The question may not have anything

to do with whether they violated a statute. By the

way, what is the statute'? Would you read it? Is it

short, could you read it into the record?
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Mr. Boyle: I did read it in my opening remarks,

verbatim. I will repeat it if you would like.

Section 12404 of the California Insurance Code.

It talks about prohibited commissions.

"No title insurer, no controlled escrow company,

and no underwritten title company shall pay to any

person who is acting as agent, representative, at-

torney or employee of the owner, lessee, mortgagee

or of the prospective owner, lessee, or mortgagee

of the real property or any interest therein, either

directly or indirectly, any commission, or any part

of its fees or charges or other consideration as an

inducement for or as compensation on any title

insurance business or any escrow or [163] other

title business in connection with which a title policy

is issued."

That is the end of the quotation. Actually this

particular law falls under Sections 12401 through

12412 of the Insurance Code. I merely read one

pertinent section of it. There are also provisions

for criminal penalties and so forth.

The Court : One question in this case appears to

be whether, during the taxable years, the taxpayer

made any payments which constituted refunds of

escrow charges. The escrow charge is made to a

person who is a party to a real estate transaction.

Now, let me ask you, Mr. Rolls—just stay where

you are—you have in your business closings?

The Witness: Yes.

The Court: Who do you represent, the seller or

the buyer?

The Witness: We represent all parties.
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The Court: Who pays the escrow fee?

The Witness: The purchaser.

The Court: Of the property?

The Witness: Of the property, right.

The Court: This provision of the California

Code prohibits the refund of a part of an escrow

fee. Isn't that right? [164]

The Witness : That's right, yes, your Honor.

The Court: You are claiming here that none of

your expenditures in the taxable years constituted

refunds of escrow fees?

The Witness: That's right, your Honor.

The Court: That is a determination that was

made by the Commission. That is the reason he

gave for disallowing these deductions?

Mr. Carey: That is correct.

The Court : You are denying that these amounts

constituted rebates of escrow fees, aren't you?

The Witness: That's right, your Honor.

The Court- :
* The question that I have, Mr. Boyle,

is whether any of these amounts constituted rebates

of escrow fees. That is all I have to determine.

I am not going to make any determination—

I

don't have before me a question of whether there

has been any violation of California statute. That

is maybe drawing the line a little fine but I just

thought I would point that out to you. If you want

to argue this—Exhibit 4 is admitted in evidence

over Respondent's objection.

(Petitioner's Exhibit No. 4 was received in

evidence.)
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The Court: Of course, if the taxpayer was—you

know wThat the Lilly case is % [165]

Mr. Boyle: Yes.

The Court: All right. In the Lilly case it may
have been admitted that there were rebates to doe-

tors for referring business to opticians. It may all

have been admitted. The question was whether an

expense of that kind was deductible as an ordinary

and necessary business expense. The Supreme Court

held that it was. The Tax Court held that it was

not. If you want to find out whether the Lilly case

would apply here, you might bring in this matter

of the California statute, but I would feel that you

would have to prove— if you have a question of

whether there has been a violation of California

statute here, you would have to prove it here in

the Court room, and not just argue it on briefs.

Mr. Boyle: If the Court would make a basic

finding that they wrere paying commissions, that

these payments to brokers after 1951 were the same

as before, then the Court could find that the pay-

ments were not actually for buying any documents

but were a part of the escrow fee, and if that were

so it would seem the next step would be for the

Court to say that that violates the statute.

The Court: You are not proving that it would

violate the statute. You are not bringing in anyone

to testify as to what a violation of that statute is.

You want me to decide wThat a violation of the

statute would be.

Mr. Boyle: The only question for you would be

whether they were actually making a kickback or
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a rebate. The statute is clear. The Petitioner says

he was not doing that, he was buying something.

If the Court finds that was not actually the case,

that he was not buying anything but was making

a percentage payment of an escrow fee, that would

seem to be clearly a rebate or kickback under the

local law. That is the first question.

The Court: You consider, Mr. Boyle, one ques-

tion in this case. That question is whether in the

taxable years, Mr. Rolls was making a payment of

a certain percentage. He is making a payment

which represented a certain percentage.

Mr. Boyle: Yes, the record will show

The Court: Of escrow fees. I have told you be-

fore that I will not have you just rely on those

exhibits. I want testimony on the point. Are you

going to put your agent on the stand?

Mr. Boyle: I would be very glad to.

The Court: I didn't ask you whether you would

be happy or sad about it. I didn't ask you to state

what your emotions on the subject were.

Mr. Boyle: I did not intend to.

The Court: Thank you. That is an answer to

my question. Until you prove that these payments

in issue represent a certain percentage of some-

thing, this Court will not make a finding of fact

on that. [167]

Mr. Boyle: We can do that on brief.

The Court: You cannot do that on brief. Mr.

Boyle, I want you to understand that I am making

a ruling. I am not advising you on anything.

Mr. Boyle: May I ask you a question?
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The Court: I told you, I guess early today, what

my requirements would be and I mean it. That is

a Court order, if not a ruling. You are either going

to prove it here in the Court room or it is not

going to be considered. Now, can I make myself

any clearer, Mr. Boyle, or not?

Mr. Boyle : If the Court please, I say again that

the evidence before the Court will show the amount

of every escrow fee paid in the years under consid-

eration.

The Court: Where is it?

Mr. Boyle: It is in Respondent's Exhibit E.

The Court: Where is it in E? How many pages

are there in E ?

Mr. Boyle: Twenty pages in E.

The Court : Get back away from the bench where

you should be, back by the counsel table.

Mr. Boyle: Respondent's Exhibit E is a record

kept by Mr. Rolls.

The Court: You have not put into this record

anything more than one reference to one payment

which was made in January of 1951, I think was

the one that you picked out. [168]

Mr. Boyle: I asked the witness

The Court: Your exhibit is not prepared. You
are not prepared to present that to us and you

are going to insist on waiting until you file your

brief to make some kind of a table up. In the

meantime you have an agent here in the Court room

who made a report. He examined the very docu-

ment that you have in your hand, which is Exhibit

E. He made a calculation and an analysis from
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Exhibit E. He put the conclusions and finding from
that analysis in his report, and yet you come into

this Court and refuse to put your agent on the

stand.

Now, it is a quarter of 5:00. We will recess the

trial of this case until tomorrow morning and to-

morrow you will do as the Court directs. Now, that

is all.

It is up to you to decide whether you are going

to call a witness or not. It is also up to you to

decide whether you are going to comply with the

ruling of the Court, but I can tell you one thing,

that my ruling is that there is not one bit of evi-

dence that I have heard or that I can read which

establishes that any payments were made at any

time that constituted a certain percentage of an

escrow fee. Somebody might be able to surmise that

from making an analysis of an exhibit.

It might be an inference to be drawn. I might be

a deduction to be drawn, but that is not the way

you try a law suit, [169] You prove it here in the

Court, room. You give your opponent the opportu-

nity to say, "Well, it may appear to you that this

is five and this is four and five times four is twenty.

But I am going to put on evidence in this case to

prove to you that this is not five, and what you

have here is four times four and that is sixteen,

and I am going to prove it,"

That is the way a lawsuit is conducted. You give

your opposing counsel an opportunity to rebut what

you think you are showing and you don't leave it
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until you file a brief and then ask this Court to

. deduction about something.

Now, I am not—I may as well sit down and finish

this—I am not willingly going to decide any ques-

tion about a violation of a California statute unless

somebody comes into Court and proves it. I mean,

takes the witness stand and says it. I am not going

"low the Tax Court to be used as a forum in a

1 -ide that someone engaged in the real

estate or title abstract business here has violated

a Californf sfc tute.

TT e are here to decide what the taxpayer's in-

come tax liability is for 1952, 1953 and 1954. Now,

in doing - we may run into a question of whether

the rale of the Lilly case applies, but I am not going

:ake inferences from exhibits.

Now, Air. Boyle. I think the only way that you

art's ruling on this
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Now, too many judges of the Tax Court allow

Tax Court cases to be presented as though we were

holding more or less an informal hearing and I

just won't do that and I don't think the fact that

the burden of proof is on the taxpayer means that

the Government never has to put on a witness and

never has to prove anything. I don't go with that

either. What I say is right from the standpoint of

how these cases ought to be tried, but I am per-

fectly willing to tell you that I am driven to insist

on the rule because I do not have the time to make
analyses of exhibits.

Now, I have heard members of the Tax Bar

complain that judges of this Tax Court, decide

cases on the basis of inferences, that they never

mentioned a certain thing in a [171] brief and

nobody proposed that a certain fact be found in

a brief or nobody made an argument of a certain

kind on brief, but the Court seemed to draw an

inference from the evidence and so forth.

Sometimes you are obliged to because of the

very thing that you have to decide requires that

you have certain facts before you and if the parties

have not very clearly tried their case so as to prove

the necessary and essential facts, the Court is put

in the position of having to draw inferences, but it

is not the Court's fault.

Other than that, the Court should have insisted

at the time that counsel fully try their case.

Now, I want you to take Exhibit E home tonight

and make up your table and make up your analysis
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and put Mr. Compton on the stand or forever hold

your peace. Unless you do it right now in the Court

room, don't feel free to make your argument on

brief that these payments represented uniformly

10 percent of an escrow amount and therefore rep-

resented a kickback of some kind. Maybe your op^-

posing counsel knows that this is your theory.

Maybe you have discussed it with him, but it is

not on the record here and what is not on the rec-

ord here I neither see, hear nor think. Never heard

of it. But if you get in the record these things, I

will have heard of it and I will read it and I will

take consideration of it.

Have I made myself clear? [172]

Mr. Boyle: Yes, your Honor, very clear.

The Court: We will recess this case until to-

morrow morning at 9 :30.

(Whereupon, pursuant to the order of the

Court, the hearing in the matter of the above-

entitled Petition was recessed until 9 :30 o'clock,

a.m., Thursday, October 9, 1958.) [173]

Proceedings

The Court: Have you been able to finish the

schedule?

Mr. Boyle: If your Honor please, a start has

been made. There is not a complete schedule, but
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I will put the agent on the stand to show what he

has been able to do.

The Court: All right,

Mr. Boyle: Mr. Compton, will you please take

the stand?

The Court: What are our exhibits?

The Clerk : E is the last letter, and 4 was the last

number.

The Court;: Four has been put in evidence?

The Clerk: Yes.

H. JAMES COMPTON
was called as a witness on behalf of the Respond-

ent and, having been first duly sworn, testified as

follows

:

The Clerk: Please state your name and address

for the record.

The Witness: H. James Compton—C-o-m-p-t-on

—71 Berens Drive, Kentfield, California.

Direct Examination

Q. (By Mr. Boyle) : By whom are you em-

ployed ?

A. By the Internal Revenue Service in the [177]

District Director's Office.

Q. How long have you been so employed?

A. Since 1946.

Q. Are you a member of any professional—are

you a professional man? A. Yes, I am.

Q. Are you a lawyer?
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A. Yes, sir, I am admitted to the Bar in Cali-

fornia.

Q. Are you an accountant?

A. Yes, sir, a C.P.A.

Q. You are a Certified Public Accountant?

A. Yes, sir.

Q. Admitted in California?

A. Not in California. Illinois.

Q. Illinois. Are you the agent that audited the

petitioner in this case for the years 1952, '53 and

'54? A. Yes, lam.

Q. Were you in Court all day yesterday?

A. Yes.

Q. You heard all the testimony?

A. Yes, I did.

Q. At the close of the session last night, did I

hand you Respondent's Exhibit E?
A. Yes, you did.

Q. Did you bring that back with you this morn-

ing? [178] A. Yes, I did.

Q. Will you please hand it to me?
A. Yes-

Mr. Boyle: Mr. Clerk, I hand you in return

therewith Respondent's Exhibit E and ask that you

destroy the receipt, please.

Q. (By Mr. Boyle) : Prom that exhibit did you

prepare a summarization? A. Yes, I did.

Q. May I have the summarization?

Mr. Boyle : Mr. Clerk, will you please mark these

as Respondent's one exhibit for identification next

in order.
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The Clerk: Exhibit P for identification.

(Respondent's Exhibit F was marked for

identification.)

Q. (By Mr. Boyle) : Mr. Compton, I hand back

to you Respondent's Exhibit F for identification,

which are the two sheets that you handed to me,

and ask you to explain that exhibit, please.

A. Yes, Mr. Boyle. This is an analysis of the

information contained on Grovernment Exhibit E,

which is the monthly record of payments made to

brokers by Mr. Rolls for the years 1952 to 1954.

This analysis lists in the first column the names of

realtors as listed by Mr. Rolls on his monthly

schedules. In the first money column it listed the

[179] red totals on the schedule, which have been

explained to me by Mr. Rolls to have been the

amount of escrow fees earned by the petitioner

during the month through the efforts of the par-

ticular broker whose names are listed. And in this

second money column I listed the amounts paid to

the broker by Mr. Rolls in currency.

These amounts total for each month the amount-

withdrawn by Mr. Rolls in column C, which my
examination showed to have been charged in most

of the months to advertising, and T believe there

were five or six months in 1952 where they were

charged to photoplant expense, on the expense ac-

count of the petitioner.

The Court: What would photoplant be?
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The Witness: It is an operating account, and

operating expense.

The Court: What does it mean, photoplant?

The Witness: I am not exactly familiar with it.

I presume^—

—

The Court: How do you spell it?

The Witness: Photoplant expense.

The Court: P-h-o-t-o?

The Witness: P-h-o-t-o. I presume they photo

the documents recorded in the recorder's office.

The Court: Photostat department, or something.

All right. Go ahead. [180]

The Witness : Now, in my listing of the names of

realtors—

—

The Court: Let me see that other set.

The Witness : 1 listed every name as listed by

Mr. Rolls for the month of January and February

and March in 1952, even though there was no red

total and no payment paid to the broker in some

instances, but I listed the names nevertheless.

Mr. Rolls explained that the abbreviation OC
meant that the business transacted with the peti-

tioner was out of city business, and apparently no

payments were made to the broker because it was

out of city business. I don't know any other reason.

Mr. Rolls did not explain what the check marks

mean, and I am not—He did explain three years

ago, but I have forgotten what they mean.

The Court: What does "Total Escrow Fee

Earned" mean?
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The Witness: That is the total of the fees gen-

erated by each individual broker during the month.

The Court: It isn't a very clear heading.

The Witness: The petitioner's income from es-

crow fees earned.

The Court: On this item of $144, would that be

escrow fee payable to the petitioner'?

The Witness: Yes; received by petitioner. [181]

The Court: All right.

The Witness: During the month.

The Court: On business brought in?

The Witness : That's correct.

The Court: All right. Anything else*?

The Witness: In the second money column then

is listed the payments made to the broker for this

month.

The Court : Yes.

The Witness: Mr. Rolls has told me that he paid

these columns in Column C.

The Court : And you have figured

The Witness: I haven't verified it any other

way

The Court: You have over here, then, a percent-

age of the amount paid?

The Witness: That's my calculation.

The Court: You made a calculation of the

amount paid of the percentage of the total escrow

fee to

The Witness: Paid to the broker.
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The Court: To the amount paid to the broker.

All right.

The Witness: And that is rounded off, since I

made it roughly in my head. It may not always

work out to exactly 25 per cent, since Mr. Rolls

apparently making the payments found that the

payments to the broker were to the nearest dollar,

both up and down. [182]

Q. (By Mr. Boyle) : Does your summary cover

all the months in those three years?

A. My summary only covers the first six months

of 1952. I have worked on this for six hours and

ran out of time since I did not have the records

available before last night.

The Court: Yes.

The Witness: Mr. Whitman from the Technical

Advisor in the Appellate Division did the same

analysis for the first six months of 1954 under my
direction.

The Court: All right.

The Witness: And I checked the other months,

both since last night and three years ago. They

showed exactly the same pattern that—where pay-

ments were made to brokers, they constituted 25 per

cent of the total fees received through the efforts

of this broker by the petitioner, and I have used

Mr. Rolls' totals throughout.

The Court*. All right. Anything else?

Mr. Boyle: Nothing else. I have no questions.

The Court: You may inquire.
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Cross Examination

Q. (By Mr. Carey) : Mr. Compton, in 1955

when you made this audit—this was in 1955, wasn't

it? A. Yes, sir. [183]

Q. When you saw this record that her Honor

has in her hand, you at that time came to the con-

clusion that the petitioner in this case had violated

the California law and was paying rebate, did you

not?

A. Eventually I came to that conclusion based

on this type of analysis.

Q. Yes. And when you came to that conclusion,

at that point it became fixed in your mind and you

have consistently ignored facts to the contrary

since that time; isn't that correct, Mr. Compton?

A. I have had no

Q. No facts to the contrary?

A. No. I have had no dealings with it since

September 1955. I have had nothing to do with it.

Q. In preparing this exhibit for identification,

you ignored all facts to the contrary and put in there

only facts that bore out your conclusion ; isn't that

correct ?

A. I listed, as I explained, the red total amounts.

Q. No, you didn't, Mr. Compton. I believe your

testimony was that that column includes totals of

escrows paid to Bay counties; not the red figures,

but totals of escrows paid to the Bay counties, and

it does not, does it, Mr. Compton? This escrows
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paid column entitled "Escrows Paid to Bay Coun-

ties" is a summary of the red figures not circled on

this? [184] A. Correct.

Q. You did not summarize and you did not go

back and total the escrows paid to Bay counties,

did you ? A. No, I did not.

Q. You did not. This was a fact which was not

in accordance with your preconceived notion of

what this company had done? A. No.

Q. And that's wThy you did not do that ; isn't that

correct, Mr. Compton?

A. No. it is not correct.

Q. That is not correct. Mr. Compton, I notice

one entry. How much is 25 per cent of six ?

A. $1.50.

Mr. Carey: May I, your Honor?

The Court.: Yes.

The Witness: Incidentally, there is one realtor

who received 33% per cent.

Q. (By Mr. Carey) : Aren't there several of

them? As a matter of fact, you have

A. Consistently received 33% per cent, Sachs

Realty Company, and I believe

Q. But you show 25 per cent, don't you, Mr.

Compton?

A. No. I showed 33 per cent. [185]

Q. Would you show me ? Oh, yes, down here.

A. Sachs Realty in every month for six months

of 1952 received 33% per cent.
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Q. May I ask you, Mr. Compton, why opposite

G-ale Wisher you show $6, $2, 33%, and opposite

Darrell Lang you show $6, $2, 25 per cent?

A. As I explained that, it amounts

Q. But don't.

The Court: Just a minute. Never mind being a

prosecuting attorney now. I know that the reporter

cannot write down statements of two people talking

at one time.

Mr. Carey. I beg your pardon.

The Court: Mr. Reporter, read back what you

have of this answer.

(Answer read.)

The Witness: As I explained, the payments are

rounded out to the nearest dollar, and the percent-

age is rounded off within five percentage points, and

two per cent of $6.00 is exactly 33% per cent. And
if it had been one and a half dollars of six per cent,

it would have been 25 per cent.

Q. (By Mr. Carey) : Yes.

A, Since it is rounded off, there is to that extent

an error. As I explained, the percentages were done

by me by [186] mere observation.

Q. But A. Not on a machine.

Q. Isn't it correct that your percentages and

your calculations here were deemed to—were done

to show a pattern?

A. Well, I don't know. They do show

Q. In your mind they could?

A. In mind they do show a pattern, that is cor-

rect.
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Q. You prepared that exhibit with that in your

mind that they did show a pattern, and you show

only those figures that do show a pattern'?

A. I prepared that at the request of

The Court: What is this? You prepared it at

the request of what? Finish it.

The Witness : I prepared the summary, I believe,

at your Honor's request, or at the request of Mr.

Boyle.

The Court: You prepared it at the request of

Mr. Boyle, and the Court directed Mr. Boyle to get

his exhibit in shape so that it could be read by the

Court, That's what you did.

Q. (By Mr. Carey) : Did you ever inquire, Mr.

Compton, as to whether such designations as OC,

what they meant? A. Yes, I did. [187]

Q. Did you inquire as to whether this was—that

the petitioner here received any money through

these transactions?

A. Well, I inquired at two different times three

years ago. Mr. Rolls explained all the symbols and

marks he used on his monthly schedules, and last

night I inquired of him, and he was stopped from

answering my—in order to refresh my memory of

what these abbreviations and symbols meant, I

asked him the question, please explain to me, and I

believe you or Mr. Rogers asked him not to explain.

Q. Then we also—Didn't we not tell you, Mr.

Compton, later?

A. Later on somebody had suggested I call Mr.

Rolls.
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Q. If you had any difficulties interpreting this

exhibit; isn't that correct?

The Court: Read the question.

(Question read.)

Q. (By Mr. Carey) : Isn't that true?

The Court : Well, go ahead.

Q. (By Mr. Carey) : Isn't it true that we also

informed you that if you had any difficulties inter-

preting Exhibit E that you were to call Mr. Rolls,

and he would aid you in that interpretation ?

A. That was stated later on in the hall, in the

doorway.

Q. That is correct. [188]

A. That's correct.

Q. Isn't it correct that your counsel, Mr. Sears,

told you that you were not to contact Mr. Rolls?

A. Yes, sir.

Mr. Carey: That is correct. I think we have no

further questions.

The Court: This exhibit can be completed, Ex-

hibit E, and totals run up on an adding machine.

Tou may step down.

(Witness excused.)

The Court: Do you want to ask Mr. Rolls to ex-

plain tliis thing any further?

Mr. Carey: No, your Honor.

The Court: Do you have another witness?

Mr. Carey: No, your Honor.

The Court: Do you have another witness, Mr.

Boyle?
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Mr. Boyle: No, your Honor.

The Court : Then you both rest, is that it, except

for finishing this tabulation for the Court ?

Mr. Boyle: At the beginning of the trial, the

Court requested that the parties prepare something

like this and type it completely and put it in the

case.

The Court : This would amount to the same thing.

This exhibit.

Mr. Boyle: I offer in evidence Respondent's F
for identification. [189]

Mr. Carey: No objection.

The Court : F is received in evidence.

(Respondent's Exhibit F was received in evi-

dence.)

The Court : Mr. Rolls, you have been sworn. You
can remain seated where you are.

Exhibit E and Exhibit F give us the names of

many real estate brokers. Now, there probably are

duplications of names. The same name probably ap-

pears more than once.

Mr. Rolls: Each month. They appear once each

month, your Honor.

The Court: They appear once each month?

Mr. Rolls: Yes.

The Court : Now, in each instance did you obtain

a preliminary report or some copy of the title re-

port from that broker?

Mr. Rolls: Yes, your Honor.

The Court: Will you give us the dates for the

briefs, please?
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The Clerk : Simultaneous briefs will be clue on or

before November 24. Reply briefs will be due on or

before December 24.

The Court-: May I see Exhibit 4? I guess it is 4.

What is 5?

Mr. Carey: There is no Exhibit 5. [190]

The Clerk : There is no 5.

The Court: No Exhibit 5.

Mr. Carey: I beg your pardon. There is an Ex-

hibit 5, your Honor, but that was withdrawn by me
with your consent to prepare a summary. It was all

of the daily ledger sheets, and we were going to pre-

pare a summary which will show just the expendi-

tures.

The Court: Please don't withdraw any exhibits

until we get to the end of the trial, because I have

to make arrangements to get that exhibit back, and

so forth.

Mr. Carey: Yes, your Honor.

The Court: Now, will you check Exhibit—That

may have happened in connection with some others.

My record is we have joint Exhibit 1-A. Didn't I

check this with you?

The Clerk : Yes, your Honor. I don't see 1-A, un-

less it is on your desk.

The Court : Here are some returns.

Mr. Boyle: 1-A are the Articles of Incorpora-

tion, and we withdraw that to make a copy of it.

The Court : You must not withdraw exhibits dur-

ing the course of the trial. Now, it's too bad to go

over this with you just once, I am sorry, the system

we operate under, but if I didn't stop to check this
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business, I wouldn't know where my exhibits were.

Who has Respondent's Exhibit 1-A?

The Clerk : I have a receipt signed by Respond-

ent [191] for that exhibit, your Honor.

The Court.: Do you have B?
The Clerk: B, C and D are the returns, your

Honor.

The Court: You have those?

The Clerk: Yes,

The Court: You have E and F?
The Clerk: Yes.

The Court : Do you have 2 and 3 ?

The Clerk: Well, I have 2.

The Court : Well, find 3, please.

The Clerk: Yes. I have 3.

The Court: Four is up on the bench, and 5 has

been withdrawn. Do you have a receipt for 5 %

The Clerk: Yes, your Honor.

Mr. Boyle: May it please the Court, is 4 that

letter to the State Senator?

The Court: Yes.

Mr. Boyle : I don't recall the Court ever ruled on

my objection to that. Did you rule?

The Court: I received it over your objection.

Mr. Boyle: Well, then, I note an exception.

The Court: All right.

Now, Mr. Carey, I want to ask you what the posi-

tion is about these payments to the brokers.

Mr. Carey: In what respect, your Honor? [192]

The Court : What is the status of those payments

and what is the relevancy of Exhibit 4 to those pay-

ments, and so forth? What is your position?
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Mr. Carey: First of all, what are those pay-

ments, those are payments in purchase of prelimi-

nary title reports and/or title insurance policies

from these respective brokers. These are ordinary

and necessary expenses of maintaining this title

plant in its current operable condition. They add

nothing to the plant, but they made— are in the

same category as maintaining the plant operable

by photographic abstracts of title or title documents

currently.

May I point out this, your Honor, that once you

have one of these as of a certain date that you use,

the title plant beyond that point is no good. You
don't refer to it at all. You start with this prelim-

inary report. So that it replaces something that you

are currently obtaining at our expense. Insofar as

that opinion is concerned, if the

The Court: Exhibit 4.

Mr. Carey : Exhibit 4 is concerned, if the Court

please, since the United States— or since the re-

spondent here has taken the position and consist-

ently throughout the administrative proceedings

took the position, and almost exclusively the posi-

tion, that we have violated the law in buying these

reports

The Court: That would be the California law?

Mr. Carey: California law—that these were ille-

gal expenses, and under the recent cases of the Su-

preme Court, if they were in violation of law, not

deductible because not ordinary and necessary. And,

of course, when this was going through the admin-

istrative proceedings, these current cases like Tank
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Truck Rentals, Inc., versus Commissioner, had not

yet been decided, and the reliance of the Commis-

sioner was upon the Lily Case.

The Court: I think you haven't finished off your

thought. Now, with respect to Exhibit 4, Exhibit 4

is dated October 27, 1953.

Mr. Carey: Yes, your Honor.

The Court: And this opinion from the Legisla-

tive Council of the State of California states what?

Mr. Carey: It states several things, your Honor,

that we believe that show our position in this mat-

ter.

First of all, it states that petitioner in this case

is not

The Court: It does refer to this petitioner?

Mr. Carey: No, it does not refer to petitioner.

It refers to a widespread problem in the State of

California and the attempt of title companies to

solve the problem, and whether it — within the

framework of the California law.

The Court: Well, now, it may be better—you are

not looking at Exhibit 4. Maybe I had better help

you with [194] this.

May I have that blue-bound book on your desk,

Mr. Boyle?

Mr. Carey : I am aware

The Court: I know that. All right. Remember

that we are talking to a reporter.

It ax^pears that paragraph, or Section 12,404 of

the Insurance Code of the State of California was

enacted in 1949. Is that your understanding, Mr.

Boyle?
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Mr. Boyle: I understand it was 1951. It was
amended in '51. It was originally put in in 1949, and

then they put more teeth into it in '51.

The Court : Amended in '51. Well, now, this edi-

tion would not show that at all. So I think we will

have to have some agreement, for the benefit of the

Court, that paragraph 12,404 of the Insurance Code,

which has been read into the record twice, is the

provision that existed in 1951, '52 and '53, which

are the taxable years. Is that right?

Mr. Carey: That's correct.

Mr. Boyle: '52, '53 and '54 are the taxable years.

Mr. Carey: It was in existence and reads as Mr.

Boyle read it into the record. The taxable years

The Court : That provision was in the Code.

Mr. Carey: Yes, your Honor.

Mr. Boyle: Well, I think all those provisions

[195] dealing with this subject were in the law at

this time. It runs from 12,000—

—

Mr. Carey: 401 to 12,412.

Mr. Boyle: Yes.

Mr. Carey: They read as they read in that vol-

ume.

The Court: Then on October 27, 1953, someone

in the office of the Legislative Council for the State

of California in Sacramento gave some opinion to

a member of the Senate of the State of California,

and in this opinion the problem is stated as a ques-

tion, a conclusion is stated, and then the reasons are

given for the conclusion.

Mr. Carey: Yes, your Honor.
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The Court: Now, in the question reference is

made to Sections 12,404- and 12,405.

Mr. Carey: That is correct.

The Court: And those provisions have been

brought to the attention of this Court. So the person

who made this opinion came to the conclusion that

under 12,404 and 12,405 it was not illegal to make
a payment for

Mr. Carey: Purchase of the

The Court: purchase of a document of title

upon the basis of which the policy of insurance was

issued.

"Thus, the cost to the insurer"—I am now quot-

ing this opinion—"Thus, the cost to the insurer of

purchasing a copy of an old title insurance policy

would be a charge [196] which would be included

in the schedule fees adopted by the insured pursu-

ant to Section 12,401. The prohibition of Section

12,405 is to be rebate of any part of this fee."

Mr. Carey: And I would like to particularly

call your Honor's attention to the first paragraph

of that opinion and the concluding paragraph of the

opinion.

The Court: The first paragraph on what page?

Mr. Carey : Page 1.

"You state that it has become a common practice

for the newer title companies which did not have

reciprocal policy exchange privileges with older

companies to purchase copies of old title insurance

policies or preliminary reports from real estate bro-

kers for the purpose of facilitating their own title
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examinations and thus eliminating the necessity of

searching the record prior to the date of said pur-

chase policy or report."

And the concluding paragraph:

"It therefore appears that such statements,

whether or not made to a broker interested in the

transaction, would not violate any provision of the

insurance code relating to rebates, but would consti-

tute a legitimate cost of doing business in procuring

title information on the basis of which the policy of

title insurance is issued."

The Court: That's a quotation also?

Mr. Carey: Yes, your Honor. [197]

Excuse me, your Honor. I was otherwise engaged

when the Clerk told us the briefs. Do I understand

simultaneous briefs, with the opening briefs, or

seriatum briefs'?

The Court: I will come back to that in a few

minutes. We, under our rules, have simultaneous

briefs.

All right, Mr. Boyle.

Now, sometime during the week, Mr. Boyle, you

can have that schedule completed, which is Exhibit

F, and is a—really, it is a copy of Exhibit E, but

it's put in more readable form. It is really difficult

to read Exhibit E as it stands.

When you have finished that, do you want to see

it, Mr. Carey?

Mr. Carey : If I may, if the Court please, yes.

The Court: Well, then, will you make arrange-

ments with Mr. Boyle to see it and bring it in on

Monday?
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Now, you can decide whether you will both come

in, or whatever you want to do. I will leave that up

to you.

Now, about the ledger sheet, Exhibit 5. What are

you going to do with those, Mr. Carey ?

Mr. Carey : We, your Honor, are preparing sum-

maries of only the entries relating to these ex-

penditures here in question, and they are to be com-

plete entries. They show the check number, the

elate of the check, the payee of the check, the

amount of the check, and the account to which

credit, and [198] any explanation shown by the

ledger sheet, but only as to these monthly checks

relating to the cost of title reports.

The Court: Exhibit 5 is made up of the original

ledger sheets in an account called Advertising Ex-

pense, right?

Mr. Carey: No. It is a daily ledger sheet of

the

The Court: Oh, it is a daily ledger.

Mr. Carey: In a single entry bookkeeping sys-

tem for three years, your Honor.

The Court: All right.

We will put it this way: Exhibit 5, then, are the

ledger sheets for the three years involved here.

Mr. Carey: Yes, your Honor.

The Court: In other words, you are giving us

that whole accounting record?

Mr. Carey: Yes, your Honor.

The Court: Only part of it is relevant to the

question we have to decide.

Mr. Carey: That is correct.
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The Court: And the Court has requested that

you make up a schedule from Exhibit 5 which will

show just the figures that relate to the issue here.

Mr. Carey: Yes, your Honor.

The Court : Or the entries that relate to the issue

here.

Now, Mr. Boyle will also want to check that sup-

plement [199] to Exhibit 5. It will be made part

of Exhibit 5. That job has to be done, and we are

getting close to the week-end. I think that it would

be better if you both bring in these additional sum-

mary exhibits on Tuesday. That will give you a

chance to have them checked on Monday. You can

do your work in the meantime.

Now, one more thing. In a motion for continu-

ance signed by petitioner on January 20, 1958, it

was stated that there were pending Hoover Motor

Express Co., Inc. v. United States in the Sixth Cir-

cuit, 241 F 2d, I guess, 459, where reference was

made to Hoover Motor Express Company and Tank

Truck Rentals, Inc. Each case at that time had been

decided. One had been decided by the Sixth Cir-

cuit, and one had been decided by the Third Circuit,

and certiorari had been granted in 1957, and you

were waiting for a decision by the Supreme Court.

Mr. Carey: Yes, your Honor.

The Court: Now, I am pretty sure those cases

have been decided since then.

Mr. Carey: They have.

The Court: Tank Truck Rentals I know has

been. What is the reason for your reference to
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those two cases % Now, what is your position at the

present time?

Mr. Carey : Well, your Honor, as you may recall,

there was a great deal of discussion in the Tax

Bar on the [200] question of the deductibility of

fines and other penalties paid in transacting busi-

ness on those two cases. In one case, there was a

deliberate violation, because they contended they

could not do business otherwise, of traffic laws, load

limit laws.

In the other of the cases, there was an uninten-

tional, or a violation they couldn't help, because as

a truck would be unloaded or loaded, there was no

access to scales. They would violate the load limit

on certain axles, and so forth, and be subjected

to fines because of that.

The Supreme Court had never directly ruled upon

this question.

Now, we asked for a continuance because if the

Court had ruled that even though they were—the

activities were illegal under State law, that if they

were otherwise ordinary and necessary, then a long

line of lower court decisions would have been over-

ruled and

The Court: How did the Supreme Court decide

Hoover Motors ?

Mr. Carey : They decided both of them that fines

and penalties made by taxpayers were not ordinary

and necessary business expenses and were not de-

ductible.

The Court: All right.
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Mr. Carey: They might have helped us, but we
don't believe they hurt us.

The Court: They don't help you. [201]

Mr. Carey: They don't help us, but I don't think

they hurt us, either.

The Court: Very much.

Have you given us the dates for the briefs?

The Clerk : Yes. November 24 and December 24.

The Court: Well, you both file your original

briefs on the first date, and you both file your reply

your reply briefs on the next date.

Mr. Carey: Thank you, your Honor.

The Court : Thank you very much for your com-

pliance with the various requests of the Court. That

concludes the hearing of the case of Bay Counties

Title Company. The Clerk will have a few things

to do with the exhibits.

We will take a short recess before calling the next

case.

(Whereupon, pursuant to the order of the

Court, the hearing in the matter of the above-

entitled petition was adjourned indefinitely.)

[Title of Tax Court and Cause.]

Proceedings

The Clerk: Docket 63623, Bay Counties Title

Guaranty Company.

Mr. Boyle : If your Honor please, as you will re-

call, the Respondent has to file Exhibits E and F, the
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photostatic copies of the Exhibits E and F, and we
are prepared to do that. And I believe the Peti-

tioner has Exhibit 5 also to file.

The Court: May I see Exhibits E and F?
Mr. Boyle: Yes, your Honor.

The Court: If I recall, Exhibit F was made up

from Exhibit E. Is that right?

Mr. Boyle : That is correct. There should be no

reason to refer to Exhibit E except in order to check

the method or the manner in which the agent com-

puted it.

The Court: Well, for the record, Exhibit E was

an original record kept by Mr.

Mr. Carey: Rolls.

The Court: And Exhibit F is a transcript of

Exhibit E, setting forth the names and figures on

Exhibit E in columnar form, with appropriate head-

ings at the top of the columns. So because Exhibit

E would have been too difficult to read and Exhibit

F can now be read, also you have totaled columns

on Exhibit F.

Now, let me see about the period covered. We
[205] begin with the year 1942

Mr. Boyle: '52, your Honor.

The Court: I mean '52; and we have the year

'53—is this next supposed to be '54?

Mr. Boyle: And through '54, through December

of '54.

If your Honor please, we would

The Court: Mr. Carey, are you satisfied that Ex-

hibit F properly reflects Exhibit E ? Are you going
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to have a photostatic copy, or are you going to be

able to check it?

Mr. Carey: They have supplied me with a photo-

static copy so that I can check it.

The Court: Then, let's let it stand this way: If

you should find any errors when you make your

check, and you should stipulate with Respondent's

counsel what I am to correct on the Court's copy

of Exhibit F, you can enter into a stipulation and

just send it up with a motion to receive the stipula-

tion; and the motion would be granted, and then I

would make any correction that I had to make on

Exhibit F.

Exhibit F has been admitted in evidence, Ex-

hibit E has been admitted in evidence, and over

the interval the photostatic copies were to be made.

I think that Exhibit F had not been completed the

other day during the trial, I had [206] requested

that something be done, and it just couldn't be com-

pleted; is that correct?

Mr. Carey: That is correct.

Mr. Boyle: Yes.

Is this copy easier for you to read, your Honor,

this original copy ? If it is, we could leave the orig-

inal of Exhibit F with the Court.

The Court: Do you need the original?

Mr. Boyle: No, we do not.

The Court : And you can work with your copy?

Mr. Boyle: Yes, we can.

The Court: Well, then, leave the original and the

photostat. Then, if I am in doubt about anything,

I can refer to the original.
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And at the appropriate time you can ask to have

this returned to you.

Mr. Boyle: Yes, your Honor.

The Court : We don't return exhibits pro forma

;

the parties have to request that Exhibit be returned.

Keep that in mind. Otherwise these exhibits will

stay in Washington for an indefinite length of time.

The Court has to operate in that way because of the

expense of postage. Our postage cost is one of our

very highest expense items. So the reporters have

to take care of the postage, I believe, to return ex-

hibits. [207]

Is there anything else about these two exhibits ?

Mr. Boyle: It would probably be preferable to

put in one more summary wrhich the agent has pre-

pared in order to make those totals come out to the

amounts disallowed; and that is necessary because

the payments were made in the month following

the month of the escrow transaction. Therefore, it

may be necessary to have the Revenue agent explain

that.

The Court : Well, that carries the wThole idea that

the Court had through to the end. It is this sum-

mary that will be the most helpful, I expect.

Yes, I would like you to show that to Mr.

Carey

Mr. Carey : I have a copy of it, your Honor.

The Court: All right, do you want to have the

agent take the stand?

Mr. Boyle: Will you take the stand, Mr. Comp-

ton.

The Clerk : He has been previously sworn.
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Whereupon

H. JAMES COMPTON
heretofore called as a witness on behalf of Respond-

ent, having been previously sworn, testified further

as follows:

Further Direct Examination

Q. (By Mr. Boyle) : Mr. Compton, I show you

a document

Mr. Boyle: Would you mark this for identifica-

tion, please, the exhibit next in order. [208]

The Clerk: Exhibit G for identification.

(Respondent's Exhibit Gr was marked for

identification.)

Q. (By Mr. Boyle) : Mr. Compton, I show you

Respondent's Exhibit Gr for identification and ask,

did you prepare that document?

A. Yes, I did.

Q. Would you please explain it?

A. This is merely a listing of the totals contained

on the large Exhibit F, arriving at an annual total

which agrees with the amounts disallowed in the 90-

day letter.

Q. Directing your attention now to this adjust-

ment in December of 1952, and also December of

1951, would you please explain why those adjust-

ments were necessary?

A. The total for December 1952, as shown on

Exhibit F, was paid not until January 1953, and

therefore the disallowance took place in the 1953

total. And the same is true with respect to De-



230 Bay Counties Title Guaranty Co. vs.

(Testimony of H. James Compton.)

cember 1951, the payment was made in January

1952, whereas Exhibit F does not contain a listing

of December 1951.

Q. Therefore, were those adjustments in Re-

spondent's G for identification—the totals on Ex-

hibit G for identification now conform with the

totals disallowed in the statutory notice, is that

right? A. Yes, they do. [209]

The Court: Let me see if I get that.

The Petitioner, Bay Counties, keeps its books on

a cash basis'?

Mr. Boyle: On the accrual basis. But, if your

Honor please, the escrow transaction would occur in

one month and the real estate broker would be paid

in the following month.

The Court: Well, that would—this Exhibit G
for identification looks as though you are handling

this on a cash basis.

Mr. Boyle: Well, for this purpose it doesn't mat-

ter, because it was disallowed as if it were on a

cash basis, it was disallowed in the month paid. But

Mr. Rolls' personal records would show the broker

to whom the amount was paid on the prior month.

The Court : Just hold that a minute.

Exhibits E and P show the payments that were

made by Bay Counties?

Mr. Boyle: That is correct.

The Court: And your examination satisfies you

that usually the payments were made after a closing,

usually the next month?

Mr. Boyle : I think that is a fair statement.



Commissioner of Internal Revenue 231

(Testimony of H. James Compton.)

Is that so, Mr. Carey?

Mr. Carey: Of course, we disagree with your

interpretation [210] of what this was. But it is

true that if you were to examine E and F and relate

them to the checks drawn by Bay Counties, that

the check would be drawn in the succeeding month.

And I presume the payment would have taken place

in that succeeding month, insofar as I know, or

thereafter.

The Court: In making the determination, that

has been made by the Commissioner, you disallowed

a total amount of payments which actually were

made in the years '52, '53 and '54, and in order to

do that, you took into account some items which are

recorded in the month of December of the preceding

year, but which are paid after December, in the

succeeding year, and it is only the December item

that you are interested in. So what is recorded on

the book as a transaction in December '52 is in-

cluded in the total for 1952 because it was paid in

January, or at least after December. And cor-

respondingly, for December '52, an item that is

recorded as connected with a transaction in Decem-

ber '52 falls over into 1953, there is a lapover of

the December item into the succeeding year—that is

what you mean %

Mr. Boyle : That is true, your Honor

The Court: I am asking you if that is what you

mean.

Mr. Boyle: That is what we mean.
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The Court : I am trying to get the record so that

I can read it, that is all. I am only repeating what

you [211] said. I don't want to argue about it. If

what I say is correct, that is all I want to know.

So far you agree, is that right?

Mr. Boyle: I do, your Honor.

The Court: What is the "but" about it? I will

give you a chance to say something later. Is that

all right?

Mr. Boyle: Yes, that is all right.

The Court: All right. We do not have in our

record your cancelled checks, and we don't want to

have them unless we need to have them. I am again

speaking now for our record, for my own use later.

I understand from Mr. Compton that he exam-

ined cancelled checks showing these payments, or

not. What is the fact on that?

The Witness: I didn't actually examine the

checks, but I am satisfied such a check was drawn

and Mr. Rolls cashed that check. And according to

Mr. Rolls, he disbursed the funds obtained monthly

to the various realtors listed on Exhibit E and

Exhibit P.

Mr. Boyle: He did that in currency?

The Witness: He paid that in currency.

The Court: That is right.

I want to get back to a few of the details that

we were involved in with respect to this case last

week. I have been hearing some other cases. I

want to get a little [212] of this back into my own

mind. Just hold that a minute, now.
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On the books in the account advertising expense,

is the entry showing the checks that were drawn by

Bay Counties to cover these payments that Mr.

Rolls made in cash?

The Witness: (Nods affirmatively.)

The Court : On Exhibit E we find in red figures

a good many items. Now, do we have in the record

anywhere so far anything to show the total amounts

of the checks that were drawn, that were charged

to advertising expense, the proceeds of which were

used to make payments in cash*? And I am trying

to be careful about my use of words because of the

issue involved.

Mr. Carey: Yes, your Honor. That is Petition-

er's Exhibit No. 5, which is the day-to-day single-

posting ledger of the Petitioner's books.

The Court : All right.

Mr. Carey: Which your Honor permitted me to

withdraw to prepare a summary showing only the

checks which were drawn and the detail of the ac-

count charged and the date and the number of the

check, and so forth.

The Court: Well, now we get to the point of

comparing the figures for each of these years as

shown by the advertising expense account. That

would be a logical comparison to make. But I have

to inquire about that matter in relation to this little

point of carrying over an item from [213] December

into the next year that you have been talking about.

The two sets of figures may not agree.
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For example, Mr. Carey's summary of Exhibit

5—is that this one?

Mr. Carey: Yes, ma'am.

The Court: That shows total checks drawn in

1952, $6,896. Well, I find that that figure does

check with the summary figure shown on Respond-

ent's Exhibit Gr. And now I think I get it.

Now, are we going to need the original ledger

sheets, Exhibit 5, or will this summary be sufficient?

Mr. Boyle : That would be sufficient.

Mr. Carey: I think the summary will be suffi-

cient. That was my understanding.

The Court: Then, this summary is going to be

marked Exhibit 5 in lieu of the ledger sheets.

Mr. Carey: That is right.

The Court : Will you mark this Exhibit 5 in evi-

dence, please.

In that situation, it will not be necessary for the

Court to have the original ledger sheets, and I

prefer not taking them anyway.

The Reporter: Was there a previous Exhibit 5

marked and received?

The Clerk: Yes. This is in lieu of the previous

one. [214]

The Court: This is in lieu of Exhibit 5.

(Petitioner's Exhibit No. 5 was marked for

identification and received in evidence.)

The Court : Was there something else you wanted

to cover?

Mr. Boyle : I wish to offer in evidence Respond-

ent's Exhibit Gr for identification.
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The Court: Any objection?

Mr. Carey: No objection.

The Court: Exhibit Gr is received in evidence.

(Respondent's Exhibit G was received in

evidence.)

Mr. Boyle: That is all that Respondent has,

except that we will file with the Court our photo-

static copies of the returns which we took out.

The Court: Yes.

Mr. Boyle: Also the articles of incorporation

which we photostated and will attach to the stipu-

lation of facts.

The Court : Those are a few details you can take

care of with the Clerk.

Was there something you wanted to say in con-

nection with my summary a few minutes ago when
I asked you to hold off a few minutes?

Mr. Boyle : At one point, at that point, I thought

possibly I could explain it a little more quickly;

but I [215] think now that it is understood by the

Court and I will just say this: The cash record

is a record of the corporation, and it shows the

amount that the agent disallowed and the amount

appearing in the 90-day letter. Exhibit E, which

shows the detail of where that money went, was a

personal record of Mr. Rolls. And he had marked,

after he made the payment, he apparently then in-

serted the figures, and since the payment related to

something that happened in a prior month, that is

why we get the lapover at the end of those years.

But it is only by way of explanation, and there
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is no confusion between the parties as to the amount

paid or disallowed in the years under consideration,

nor any confusion on the records of the corporation,

itself, as to what that amount is.

The Court: Very well. Is there anything fur-

ther?

Mr. Carey: Not for Petitioner, your Honor.

The Clerk: Brief dates have been set already,

your Honor.

The Court: Brief dates have been set.

We will not take care of the matter of substitut-

ing photostatic copies of the exhibits for the orig-

inals on the record. We usually do not. That is

something for you to work out with Mr. Baird, the

Clerk. So we can now say that the trial of this

case is concluded.

Mr. Carey: Thank you, your Honor. [216]

(Whereupon, at 10:15 o'clock, a.m., Tuesday,

October 14, 1958, the hearing in the above-en-

titled matter was closed.) [217]

[Endorsed] : T.C.U.S. Filed October 29, 1958.
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[Endorsed] : No. 17050. United States Court of

Appeals for the Ninth Circuit. Bay Counties Title

Guaranty Co. (formerly Bay Counties Escrow Co.),

Petitioner, vs. Commissioner of Internal Revenue,

Respondent. Transcript of the Record. Petition to

Review a Decision of The Tax Court of the United

States.

Filed: August 15, 1960.

Docketed: August 22, 1960.

/s/ FRANK H. SCHMID,

Clerk of the United States Court of Appeals for

the Ninth Circuit.
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In The United States Court of Appeals

For The Ninth Circuit

No. 17050

BAY COUNTIES TITLE GUARANTY CO.

(formerly BAY COUNTIES ESCROW CO.),

Appellant,

vs.

COMMISSIONER OP INTERNAL REVENUE,
Appellee.

STATEMENT OF POINTS TO BE RELIED
UPON BY APPELLANT

To the Chief Judge and the Honorable Circuit

Judges of the United States Court of Appeals

for the Ninth Circuit:

Comes Now appellant and states the points upon

which it intends to rely in the Appeal filed herein,

as follows:

The Tax Court erred in determining that the pre-

liminary title reports and old title policies pur-

chased by the appellant in each taxable year had a

useful life beyond the year of purchase which ex-

tended until such years as appellant might make

use of them in its own up-to-date title abstracts

relating to the same pieces of property in connec-

tion with future transactions dealing with them.
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II.

The Tax Court erred in determining that the

future time of use in appellant's business was prob-

lematic and indefinite depending upon when, as and

if the appellant might be called upon to make
abstracts of title to the same pieces of property.

III.

The Tax Court erred in determining that the

old preliminary title reports and old title policies

constituted additions and betterments to appellant's

title plant, and the expenditure for them was a non-

deductible capital expense.

IV.

The Tax Court erred in determining that the ex-

penditures were not current maintenance expenses

within the category of ordinary and necessary busi-

ness expenses.

Dated: August 29, 1960.

PEART, BARATY &
HASSARD,

JOSEPH S. ROGERS,
KENNETH S. CAREY,

/s/ By KENNETH S. CAREY,

Attorneys for Appellant.

Certificate of Service by Mail Attached.

[Endorsed] : Filed August 30, 1960. Frank H.

Schmid, Clerk.




